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The following releases related to self-regulatory 
organization rule proposals and/or adoptions 


34— 18052 
34- 18053 
34- 18054 


34— 18056 
34- 18057 
34- 18058 


34- 18059 


34-18050 Withdrawal of proposed rule and re- 
Pg. 632 quest for comments on two alter- 
native proposals. The first would 
amend the short tendering rule un- 
der the Securities Exchange Act of 
1934 to impose additional owner- 
ship requirements for persons ten- 
dering securities in response to ten- 
der offers for securities, to clarify 
the provisions of the rule, and to 
limit the type of offers to which the 
rule applies. The second alternative 
would deregulate short tendering 
entirely. [File No. S7-903—Com- 
ment Period Expires November 15, 
1981]... 


34-18066 Extension of effective date of 
Pg. 694 portions of rule governing the dis- 
semination of market information to 

October 1, 1981. 
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SECURITIES EXCHANGE ACT OF 1934 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 18050/Aug. 21, 1981 


Short Tendering of Securities 


ACTION: Withdrawal of proposed rule; revised 
proposed rulemaking. 


SUMMARY: The Commission is withdrawing its 
previous proposal and is requesting comment on 
two alternative proposals. The first would amend 
the short tendering rule under the Securities Ex- 
change Act of 1934 to impose additional owner- 
ship requirements for persons tendering securities 
in response to tender offers for those securities, to 
clarify the provisions of the rule, and to limit the 
type of offers to which the rule applies. The sec- 
ond alternative would deregulate short tendering 
entirely. 


DATE: Comments should be submitted on or be- 
fore November 15, 1981. 


ADDRESSES: Interested persons should submit 
three copies of their written data, views and argu- 
ments to George A. Fitzsimmons, Secretary, Se- 
curities and Exchange Commission, Room 892, 
500 North Capitol Street, Washington, D.C. 
20549, and should refer to File No. S7-903. All 
submissions will be available for public inspection 
at the Commission's Public Reference Section, 
Room 6101, 1100 L Street, N.W., Washing- 
ton, D.C. 


FOR FURTHER INFORMATION CONTACT: Mark 
Beatty, Esq. (202-272-2829), Division of Market 
Regulation, Securities and Exchange Commission, 
500 North Capitol Street, Washington, D.C. 
20549. 


SUPPLEMENTARY INFORMATION: The Securi- 
ties and Exchange Commission is publishing for 
comment amendments to Rule 10b-4 
|§ 240.10b-4] under Section 10(b) of the Securi- 
ties Exchange Act of 1934 (the Act’), 15 U.S.C. 
78j(b) (1976), and, as an alternative, is soliciting 
comment on the possible deregulation of short 
tendering. Rule 10b—4 (the ‘“Rule’) was adopted 
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by the Commission in 1968' for the purpose of 
prohibiting “short tendering,” j.e., tendering more 
shares than person owns in order to avoid or re- 
duce the risk of pro rata acceptance in tender of- 
fers for less than all the outstanding securities of a 
class or series. The Commission previously pub- 
lished for comment proposed amendments to Rule 
10b-4 in 1977.2 Those proposed amendments are 
hereby withdrawn and superseded by the amend- 
ments proposed today. 


|. BACKGROUND 


In making a tender offer for securities of the corpo- 
ration that is the subject of the offer, the offeror 
usually offers as consideration either cash, its own 
securities, or a combination of both. Tender offers 
can be for all the outstanding securities of the sub- 
ject company or for a lesser amount. 


Offers for less than ail of the outstanding shares 
involve a risk to the securityholder of the subject 
company that not all of the securities that the 
securityholder tenders will be accepted.* Before 
the adoption of Rule 10b-4, certain security- 
holders tendered more securities than they owned 
in order to diminish this risk.4 This conduct was a 
prudent and natural response to the risk of 





‘Securities Exchange Act Release No. 8321 
(May 28, 1968), 33 FR 8269 (1968). 


2Securities Exchange Act Release No. 14157 (No- 
vember 9, 1977), 42 FR 59280 (1977). 


3When tendered securities are accepted on a pro 
rata basis, the offeror accepts only a percentage 
of the securities tendered by each securityholder. 
The percentage is calculated from a fraction 
whose numerator represents the total number of 
securities accepted and whose denominator rep- 
resents the total number of securities tendered. 


‘This practice did not eliminate risk, since the 
security-holder’s estimate of the pro rata percent- 
age could be substantially incorrect. Furthermore, 
the security-holder ran the risk that the bidder 
would decide to accept more shares than it was 
expected to, in which case the securityholder 
would have to deliver to the bidder shares ac- 
quired at market prices that reflected the bidder's 
decision to accept additional shares. 
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prorationing, but as a practical matter it was avail- 
able only to those who were able to secure 
guarantees of tender, for the most part market pro- 
fessionals, since the shares not owned could not 
be physically tendered. 


In testimony before the Subcommittee on Securi- 
ties of the Senate Banking and Currency Commit- 
tee in 1967 on the legislation that became the 
Williams Act, the Commission expressed concern 
that short tendering represents an abuse of the 
tender process by market professionals and cer- 
tain customers. In particular, the Commission not- 
ed that, by tendering a greater number of securi- 
ties than they owned, and by guaranteeing their 
own tenders, market professionals were able to 
secure acceptance of a disproportionately larger 
number of the securities owned and tendered by 
them than could be secured by other persons who 
tendered only securities they owned.> The Senate 
Banking and Currency Committee agreed with that 
concern but concluded that the Commission has 
“adequate power to deal with the abuse of short 
tendering under the antifraud provisions of the Se- 
curities Exchange Act.’® 


Thereafter, pursuant to Section 10(b) of the Act, 
the Commission published proposed Rule 10b-4 
for comment’ and, after reviewing the comments 
received, adopted Rule 10b-4 in May 1968® for 
the specific purpose of prohibiting short tendering. 
Rule 10b-4 makes it a “manipulative or deceptive 
device or contrivance,” as used in Section 10(b) of 
the Act, for any person, in response to a tender of- 
fer for or a request or invitation for tenders of any 
security, to tender securities that he does not own. 
The Rule applies to all tender offers whether made 
by a third party or by the issuer of the securities 





5See Testimony of Chairman Manuel F. Cohen in 
Hearings on S.510 Before the Subcomm. on Secu- 
rities of the Senate Comm. on Banking and Cur- 
rency, 90th Cong., 1st Sess. 198-199 (1967). 


6S. Rep. No. 550, 90th Cong., 1st Sess. 5 (1967). 


7Securities Exchange Act Release No. 8224 (Jan- 
uary 3, 1968), 33 FR 513 (1968). 


8See note 1 supra. Rule 10b-4 was adopted on 
May 28, 1968, two months before the passage of 
the Williams Act on July 29, 1968. 
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sought.? Paragraph (a) of Rule 10b-4 prohibits 
any person from tendering a security or causing it 
to be tendered on his behalf, directly or indirectly, 
by means of a guarantee unless he owns that se- 
curity. Ownership is defined in paragraph (b) of 
the Rule. 


ll. DEFICIENCIES IN THE RULE 


By prohibiting short tendering, Rule 10b-4 was 
designed to promote equality of opportunity and 
risk for all tendering securityholders. For some 
time, however, the Commission has been aware 
that certain trading practices involving sales of 
subject securities in connection with tendering can 
be used to achieve a result similar to the one af- 
forded by short tendering. 


The practice known as “hedged tendering’ 
consists of tendering and immediately selling the 
subject securities. For example, assume there is a 
tender offer for less than all the outstanding secu- 
rities of the target and that A and B each own 200 
shares of the subject security and expect that the 
offeror will accept on a pro rata basis 50% of the 
securities tendered. If A tenders his 200 shares, 
and then sells 100 shares, he will (assuming the 
50% expectation proves correct) have 100 shares 
accepted by the offeror, or 100% of the securities 
that he owns at the time the pro rata acceptance 
period ends. In contrast, if B simply tenders his 
200 shares and does not engage in any hedging 
(possibly because he cannot borrow the subject 
security), he will have only 100 of his shares ac- 
cepted and 100 shares will be returned unac- 
cepted to him. In effect, A has hedged the possi- 
bility of pro rata acceptance through hedged 
tendering while B has not. If A’s 50% assumption 
is incorrect and a greater number of his shares are 
accepted, he will have to cover his short position, 
perhaps at a loss. 


It seems anomalous that A, who would have en- 
gaged in a prohibited short tender if he had sold 
the 100 shares immediately before tendering 200 





%Although tender offers by an issuer are exempt 
from the provisions of Section 14(d), they are sub- 
ject to the antifraud provisions of Section 14(e) of 
the Act. In addition, issuer tender offers are sub- 
ject to Rule 13e—4, which was adopted in 1979. 
Securities Exchange Act Release No. 16112 (Au- 
gust 19, 1979), 44 FR 49406 (1979). 
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shares, can accomplish precisely the same result 
under the current Rule by waiting to sell the 100 
shares until a moment after tendering.'° Further- 
more, the 100 shares A tendered and then sold 
may be bought by an arbitrageur or other purchas- 
er who will tender the same shares to the bidder 
and thereby increase the likelihood or degree of 
prorationing. If that occurred, it would reduce the 
number of tendered securities that would be ac- 
cepted from other securityholders. 


In order to address hedged tendering and cer- 
tain indirect forms of short tendering, in 1977 the 
Commission proposed amendments to Rule 
10b-4 (the “1977 Proposal’).'' In the proposing 
release, the Commission stated that ‘“[s]hort sales 
of securities sought in a tender offer . . ., loans of 
subject securities for purposes of facilitating such 
short sales and guarantees of delivery, in combi- 
nation, can frustrate achievement of the Rule’s ob- 
.jectives.”'2 


The 1977 Proposal would have prohibited persons 
from tendering subject securities unless they 
owned the securities tendered or an equivalent se- 
curity’? from the time of tendering until the last 
date tenders could be made pursuant to the offer 
(or until the tender was rejected or withdrawn). 
The definition of ownership would have been al- 
tered by abandoning the concept of title and of 
ownership based upon contracts to purchase cur- 
rently embodied in Rule 10b-4(b)(2) and substi- 
tuting “possession and control’ as a required ele- 
ment of ownership. Those persons guaranteeing 
tenders would have been required to have posses- 
sion and control of the securities underlying the 





10 In two “‘no-action” letters, DuPont Glore Forgan 
(June 25, 1973), [1973 Transfer Binder] Fed. Sec. 
L. Rep. (CCH) § 79,479 (1973), and Fred Kobler 
(June 25, 1973), the staff stated that under certain 
circumstances a person effecting post-tender 
sales ‘“‘may be engaged in a course of conduct in 
contravention of the purpose of Rule 10b-—4.”’ 


See note 2, supra. 
1242 FR 59281. 


'3The 1977 Proposal would have defined an 
equivalent security as an option, warrant, or con- 
vertible security. 
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“guarantee.” Furthermore, the 1977 Proposal 
would have prohibited short sales of a subject se- 
curity unless delivery was made to the purchaser 
by the last date on which tenders could be made 
pursuant to the offer.'4 


The Commission received twenty letters of com- 
ment in response to the 1977 Proposal.'> The 
commentators were generally opposed to the 
“possession and control’ concept because in their 
view it would foster simultaneous ‘“‘cash”’ and 
“regular-way” markets for subject securities dur- 
ing the last five trading days of the tender offer pe- 
riod. The “cash” market (in which securities are 
traded for same- or next-day settlement) would re- 
flect the tender offer price while the regular-way 
market (in which securities are traded on a five- 
Gay settlement basis) would reflect prices ex- 
pected to prevail after the tender offer, since pur- 
chasers would be unable to obtain “possession 
and control” in order to tender. Some of the com- 
mentators argued that the proposed restrictions 
would make the guarantee process unavailable to 
those who need it most, j.e., securityholders who 
desire to tender but who lack immediate access to 
their certifications. Finally, several commentators 
objected to the “net long maintenance” require- 
ment because it would adversely affect arbitrage 
activities during tender offers, particularly the 
practice of hedged tendering. Since the amend- 
ments to Rule 10b-4 proposed in this Release 
would prohibit hedged tendering, the comments 
received on hedged tendering in response to the 
1977 Proposal will be discussed in further detail 
below. 


After consideration of these major objections and 
several of the specific points raised concerning 
other provisions of the 1977 Proposal, including 
their burden upon market participants, the Com- 
mission has determined to withdraw the 1977 Pro- 
posal. It is doing so since it appears that the pro- 
posal would have had more substantial effects 
than necessary on the trading environment and on 





'4For the complete text of the 1977 Proposal, see 
Securities Exchange Act Release No. 14157, su- 
pra note 2. 


15See File No. S7-728, available at the Commis- 
sion’s Public Reference Section, Room 6101, 
1100 L Street, N.W., Washington, D.C. 
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the procedures that have been developed to meet 
the needs of the marketplace during tender offers. 


The Commission believes that it is confronted with 
two alternatives: (i) it should amend Rule 10b-4 to 
prohibit the hedged tendering practice described 
above, or (ii) it should abandon the effort to regu- 
late short tendering. In this regard, the Commis- 
sion is today soliciting comment on these two 
alternatives. The first involves revised amend- 
ments to Rule 10b-—4 (‘Proposed Amendments’) 
that are designed to give effect to the original pur- 
pose and intent of Rule 10b-—4 without interfering 
unduly with tendering practices and trading mar- 
kets for subject securities. The second alternative 
would involve substantial modifications of the ex- 
isting regulatory approach and deregulation of the 
short tendering practice. The following section of 
this release summarizes the Proposed Amend- 
ments to Rule 10b-—4. The possible deregulation is 
discussed in Part IV below. 


il. FIRST ALTERNATIVE: 
EXISTING RULE 


STRENGTHENING 


A. Summary of Proposed Amendments 


The Proposed Amendments are designed to re- 
solve certain issues that have arisen under the 
current Rule 10b—4 since its adoption in 1968. The 
major substantive change from the current Rule 
would be the additional requirement that all ten- 
dering securityholders be “net long” the amount of 
securities tendered at the end of the pro rata ac- 
ceptance period, or on the last day securities may 
be tendered in order to be accepted by lot where 
that method of acceptance is used.'® The signifi- 
cant changes are discussed below. 


Paragraph (a)(1) would set forth the definition of 
ownership, which is essentially unchanged from 
current Rule 10b-—4(2)(b), except for a revision to 
reflect the use of ‘equivalent security” as a de- 
fined term in paragraph (a)(2). The ownership defi- 
nition has been refined to provide that a person 
who otherwise could tender securities will be 





16As used hereinafter, the pro rata acceptance 
period is the time during which acceptance of se- 
curities is made on a pro rata basis or by lot, 
including any extensions thereof, whether or not 
such period is required by statute or rule. 
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deemed not to own the securities, and thus will be 
prohibited from tendering them, if he has entered 
into any arrangement or agreement (other than 
stock loans or the writing of exchange-traded call 
options) whereby another person can tender those 
securities under the Rule. Thus, for example, a 
person who has title to subject securities would 
not be permitted to tender them if he has (i) en- 
tered into an unconditional contract to sell them or 
(ii) written an over-the-counter call option on them 
and provided the holder with the reasonable belief 
required by paragraph (a)(2) of the Rule. 


Paragraph (a)(2) would define equivalent security 
to include (1) options, warrants, and rights issued 
by the person whose securities are the subject of 
the offer and (2) any other option to acquire the 
subject security, but only if the holder reasonably 
believes that the maker or writer of the option has 
title to and possession of the subject security and 
upon exercise will promptly deliver the subject se- 
curity. This language tracks in all significant re- 
spects the proviso in current Rule 10b—4(a)(1). An 
option traded on a national securities exchange 
would not be included within the definition of 
equivalent security since the holder of such an op- 
tion cannot know that the maker or writer of the 
option has “title to and possession of” the underly- 
ing security within the meaning of the Rule. Since 
an unlimited number of options can be written on 
an uncovered basis, it seems appropriate that 
Rule 10b—4 should not permit listed option holders 
to tender unless they have exercised those op- 
tions. The exclusion of options that are traded on a 
national securities exchange from the definition of 
equivalent securities represents a codification of 
prior staff interpretations of Rule 10b—4. 


The term “partial offer,” to which the substantive 
provisions of the amended Rule would be limited, 
is defined in paragraph (a)(3). A partial offer would 
include any tender offer for or request or invitation 
for tenders in which (i) the person making the offer 
seeks less than the total amount of outstanding 
securities of a particular class or series'” and (ii) 





17The staff would propose to interpret the term 
“partial offer” to include an offer for all of the out- 
standing securities where the bidder is offering a 
different consideration for a specified number of 
the outstanding securities than it is offering for the 
remaining outstanding securities. 
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securities are accepted either by lot or on a pro 
rata basis for a specified period.'® Paragraph 
(a)(3) would narrow the coverage of current Rule 
10b-4 by excluding tender offers for 100% of the 
outstanding securities of a class or series and 
those offers for less than 100% of the outstanding 
securities of a class or series where acceptance of 
tenders is primarily on a “lowest price first’ or oth- 
er basis not involving pro rata acceptance. Thus, 
the amended rule would not apply to most tender 
offers for municipal and corporate debt securities. 


Several commentators on the 1977 Proposal 
pointed out that the short tendering restrictions 
need not apply to offers where there is no incen- 
tive to engage in short tendering. The Commission 
seeks comment on whether limiting Rule 10b—4 to 
partial tender offers would deny tendering 
securityholders the protections of the Rule, or 
would produce any other undesirable corollary ef- 
fects on the market or on tender offerors. 


The term “tender” would be defined in paragraph 
(a)(5) to encompass all methods by which a per- 
son can affirmatively respond to a request or invi- 
tation for tenders. Current Rule 10b—4 (a)(1) refers 
to tendering for a person’s own account; para- 
graph (a)(2) refers to tenders or guarantees on be- 
half of others. It has thus been possible to read 
Rule 10b-4 as prohibiting guarantees of delivery 
for a person’s own account, although it is the 
Commission's understanding that market profes- 
sionals routinely have employed so-called “self- 
guarantees” as a method of tendering securities 
purchased but not yet received. The definition of 
“tender” in paragraph (a)(5) would specifically in- 
clude “guarantees” and thus eliminate any impli- 
cation in the current Rule that self-guarantees are 
improper.'9 





'8The words “specified period” in paragraph (a)(3) 
are intended to make clear that incidental pro- 
rationing would not bring an offer within the cover- 
age of the Rule. Such incidental prorationing might 
occur, for example, when some, but not all, securi- 
ties at the highest acceptable price were accepted 
in an offer conducted on a “lowest price first’ ba- 
sis. 


'9If broker-dealers were unable to utilize self- 
guarantees, they could not tender securities pur- 
chased “regular-way”’ in the last five days of a par- 
tial offer, unless they secured the guarantee of 
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Paragraph (b) of the amended Rule would contain 
the substantive provisions of the Rule and would 
cover acts by ‘‘any person acting alone or in con- 
cert with others, directly or indirectly.” The phrase 
“directly or indirectly,” together with the “in con- 
cert” language, is intended to make it clear that 
persons may not do indirectly what they may not 
do directly, and thereby to emphasize that indirect 
forms of short tendering are prohibited. This does 
not, however, effect a substantive change in the 
Rule, in view of the provisions of Section 20(b) of 
the Act.2° 


Paragraph (b)(1) incorporates the ownership pro- 
visions of current Rule 10b-—4(a)(1), considerably 
abbreviated through the use of defined terms. In 
addition, as explained in the next section of this 
Release, paragraph (b)(1) would make it unlawful 
for any person to tender any security unless he 
owned the securities tendered both at the time of 
tender and at the end of the pro rata acceptance 
period. Securityholders who tendered and did not 
thereafter sell the securities would be unaffected 
by this amendment. A securityholder who had ten- 
dered the subject security, and thereafter during 
the pro rata period sold all or a portion of the sub- 
ject securities that comprised his net long position, 
would be required either to repurchase sufficient 
shares, or to withdraw shares from his tender, in 
order to comply with the net long proviso before 
the end of the pro rata acceptance period. The 
“end of the pro rata acceptance period’ would be 
the time after which securities would not be 
acccepted by the bidder on a pro rata basis, or 
any extension thereof, whether or not the period 
was required by statute or rule.2’ Sales of subject 





another broker-dealer. There would not appear to 
be any regulatory rationale for imposing such a re- 
quirement. 


20Section 20(b) of the Act[15 U.S.C. 78t(b)] 
makes it unlawful for “any person, directly or indi- 
rectly, to do any act or thing which it would be un- 
lawful for such person to do under the provisions 
of [the Act] or any rule or regulation thereunder 
through or by means of any other person.” 


21Rule 13e-14(f)(3) [ §240.13e-4(f)(3)] and Sec- 
tion 14(d)(6) of the Act [15 U.S.C. 78n(d)(6)] re- 
quire that offers subject thereto provide what ac- 
ceptance of securities by the bidder shall be on a 
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securities occurring after the pro rata acceptance 
period (whether or not it is shorter than the dura- 
tion of the offer) would not be prohibited since they 
do not affect the pro rata calculation. 


In the case of a tender based upon ownership of 
an equivalent security, the amended Rule would 
clarify the intent of the current Rule that equivalent 
securities need be converted, exchanged, or exer- 
cised only to the extent required by the bidder's 
terms of acceptance. 


Paragraph (b)(2), which covers guarantees of ten- 
der, would be largely comparable to current Rule 
10b-—4(a)(2), again simplified through the use of 
defined terms. The current standard of inquiry 
imposed upon guarantors by Rule 10b-—4 would re- 
main unchanged. A guarantor would have to have 
‘a reasonable belief that, upon information fur- 
nished by the person on whose behalf the tender 
is made,” the person could tender in accordance 
with the provisions of the Rule. 


Paragraph (b)(3) would prohibit a tendering 
securityholder from tendering the same securities 
to more than one partial offer at the same time, 
i.e., multiple tendering. This provision codifies the 
staff's interpretation of current Rule 10b-—4, and is 
intended to avoid the confusion and possible de- 
ception to the market and to bidders that could 
otherwise arise, as well as the potential unfairness 
to certain securityholders for whom this practice 
may not be available. The Commission recog- 
nizes, however, that there may be persuasive ar- 
guments for permitting multiple tendering. In par- 
ticular, multiple tendering enables securityholders 
to maintain maximum flexibility during competing 
tender offers. The Commission seeks comment on 
whether or not multiple tendering should be pro- 
hibited under Rule 10b-—4 and, if so, whether the 
prohibition should extend to all tender offers rather 
than just partial offers. 


Paragraph (c) would provide a mechanism for ob- 
taining exemptive relief to the extent that there 
may be factual situations that would justify the 





FOOTNOTE—Continued 


pro rata basis for at least ten business days or ten 
calendar days, respectively. Cf. Rule 13e—14(f)(3) 
and Rule 14d-8 [ §240.14d-8], which permit the 
offeror to extend the pro rata acceptance period 
beyond that required by rule or statute. 
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granting of an exemption upon a proper applica- 
tion. 


B. Post-tender sales of subject securities 


Sales of a security after it has been tendered in a 
partial tender offer are an important adjunct to risk 
arbitrage. Risk arbitrage involves the purchase of 
subject company securities during a tender offer 
for the purpose of tendering, and profiting by the 
difference between the arbitrageur’s purchase 
price and the tender price. Arbitrageurs are at risk 
since the tender offer may be unsuccessful or, 
even if it is successful, the tender offeror may ac- 
cept fewer than all shares tendered. In the latter 
case, securities returned because of over- 
subscription frequently cannot be sold except at 
prices substantially below the arbitrageur’s cost. 
Consequently, risk arbitrageurs frequently sell, af- 
ter tendering, the amount of securities expected to 
be returned unaccepted in the offer. 


Hedged tendering reduces risk to the extent that it 
reduces the number of returned, unaccepted secu- 
rities that will have to be sold after the expiration 
of the tender offer. Through this technique, market 
professionals are able to increase the proportion 
of the securities owned by them at the expiration 
of the pro rata acceptance period that are accept- 
ed by the bidder. Hedged tendering does not, 
however, eliminate the risk of loss. Losses may be 
expected to occur if the bidder decides to accept a 
greater number of shares or if the arbitrageur’s es- 
timate of the pro rata acceptance rate is substan- 
tially incorrect. At the same time, however, the re- 
duction in the arbitrageur’s risk is accomplished by 
shifting the risk of prorationing to public investors 
who tender their securities but do not engage in 
hedged tendering. As discussed below, this result 
is similar to the practice of short tendering that the 
Commission and the Congress condemned in 
1968 and is at odds with the original purpose and 
intent of Rule 10b-4. 


Several commentators on the 1977 Proposal ar- 
gued that hedged tendering should not be cur- 
tailed because it enables securityholders to trans- 
fer the risk of partial acceptance or of an 
unsuccessful offer while realizing a price that more 
closely approximates the tender offer price since 
arbitrageurs, having reduced their risk of loss, are 
willing to bid higher for securities than they would 
in the absence of this risk-limiting technique. In 
turn, this predicted reduction in the spread be- 
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tween the market price and the tender offer price 
would enable individual securityholders to sell into 
the market at a known price and to realize immedi- 
ate cash rather than to risk the uncertain outcome 
of tendering. Because the Commission is aware 
that there are legitimate arguments in favor of al- 
lowing hedged tendering and that most of these 
arguments also apply to short tendering, the Com- 
mission plans to consider the deregulation of this 
area.*? 


At the same time, however, the Commission's pro- 
posal to prohibit hedged tendering as described 
above presumably would benefit securityholders 
who elect to tender their securities instead of sell- 
ing them in the market. Indeed, tendering may be 
made relatively more attractive than selling to the 
extent that such a prohibition on hedged tendering 
results in (i) a reduction in the market price that 
would be obtained by selling and (ii) an increase in 
the likelihood that tendered shares would be ac- 
cepted. 


It would appear to make little sense to continue 
prohibiting short tendering while allowing hedged 
tendering during the pro rata period. As noted 
above, the use of either technique affords market 
professionals an advantage that is not generally 
available to the public. While theoretically every 
securityholder can engage in a hedged tender, the 
Commission understands that, as a practical mat- 
ter, many public securityholders may be able to 
sell after tendering, j.e., hedge their tenders, be- 
cause of the difficulty of borrowing stock during 
partial offers.23 


In order to address the practice of hedged ten- 
dering, the Commission is proposing for comment 
amendments to Rule 10b-4 to require that per- 
sons who tender own the securities when ten- 
dered and at the end of the pro rata acceptance 
period. This would, in effect, require that any sub- 





22See Section IV infra. 


23If options on a subject security are traded on an 
exchange, it may be possible to decrease the risk 
of a pro rata acceptance through option transac- 
tions. The Proposed Amendments have not been 
designed to have any effect on such transactions, 
in part, because they are equally available to all 
market participants. 
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ject securities tendered and sold following their 
tender be repurchased before the pro rata accept- 
ance period expires. Applying the ownership re- 
quirement to the end of the pro rata acceptance 
period may assure that the pro rata determination 
fairly and accurately reflects actual ownership of 
tendered securities at that time. Although the pro- 
posed rule would not prohibit sales of subject se- 
curities following their tender but before the pro 
rata acceptance period expires, it would have the 
effect of eliminating the current practice of 
hedging tenders during the pro rata period since 
tendering persons would be required, at the end of 
the pro rata acceptance period, to own the 
amount of subject securities tendered. In other 
words, any such “hedged” tender would have to 
be “unhedged” before the pro rata calculation be- 
came fixed.?4 


The Commission seeks detailed comment both on 
the benefits of the proposal to public security- 
holders and on the potential impact of the proposal 
on arbitrageurs and selling securityholders. In par- 
ticular, the Commission seeks further comment on 
the proposition that some commentators on the 
1977 Proposal advanced, to the effect that hedged 
tendering is not an essential element of arbitrage 
in partial offers and that, if it were to be eliminated, 
arbitrageurs would be able to continue to provide 
liquidity and alternative to securityholders seeking 
to sell in order to avoid risk. 


The Commission understands that specialists and 
market makers might be called upon, by their af- 
firmative obligation or by the normal demands 
placed on their market making activity, to sell sub- 
ject securities from time to time after they ten- 
dered securities in a partial tender offer. It would 
appear, however, that, by waiting to tender securi- 
ties owned by them until the latest possible time 
before the pro rata acceptance period ends, spe- 
cialists and market makers could obtain pro rata 
acceptance of their securities but not be called 
upon to sell subject securities between the time of 
tendering and the expiration of the pro rata ac- 
ceptance period. The Commission wishes to re- 
ceive comment on whether the Proposed Amend- 
ments strike an appropriate balance in addressing 





24The 1977 Proposal would have required that 
tendering persons own tendered securities 
throughout the duration of the offer. 
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the harmful effects of the hedged tendering prac- 
tice without unduly burdening market profession- 
als or the markets themselves. In that regard, the 
Commission solicits specific comments on the ef- 
fects that the Proposed Amendments would have 
on particular categories of market professionals, 
including specialists, market makers, and block 
positioners. 


IV. SECOND ALTERNATIVE: DERREGULATION 
OF SHORT TENDERING 


Rule 10b-4 has effectively prohibited short ten- 
dering per se, and, if the amendments proposed 
today were adopted, the Rule would prohibit the 
analogous practice of hedging tenders during the 
pro rata period. In large measure, the Commis- 
sion’s decision to publish those proposals reflects 
a judgment that the existing Rule does not work as 
intended and that the purpose behind the Rule 
cannot be achieved unless it is amended to 
impose further restrictions of the kind proposed. At 
the same time, however, the Commission is aware 
that those additional restrictions would constitute 
an additional burden of regulation on securities 
professionals and others. For this reason, and in 
view of the possibility that those additional bur- 
dens are unwarranted, the Commission wishes to 
consider whether the short tendering area is in- 
stead an appropriate subject for complete or par- 
tial deregulation. 


In addition, an argument can be made that short 
tendering by market professionals, like hedged 
tendering, operates to the advantage of individual 
securityholders who elect to sell in the market. To 
the extent that market professionals are able to 
control their exposure to the risk of proration, the 
market price of the subject security should more 
closely approximate the tender offer price that 
would otherwise be the case. This reduction in the 
spread, in turn, enables individual securityholders 
to sell into the market at a higher price than would 
otherwise be available to them, and, correspond- 
ingly, to obtain immediate cash for their shares 
and thus eliminate any exposure to the risk of 
prorationing. 


In considering the possibility of deregulation, the 
Commission is nevertheless mindful of the need to 
fulfill the important investor protection goals of the 
Williams Act. In that regard, the Commission re- 
quests comment on whether it would be possible 
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to deregulate short tendering in a fashion that 
would be consistent with those legislative pur- 
poses.25 


The Commission also requests comment on the 
likely effects a complete deregulation of short ten- 
dering would have on (i) public and professional 
securityholders; (ii) tender offerors, including their 
decision to commence a partial offer, the premium 
offered and the likely success of the offer; (iii) the 
market for subject securities during and after a 
tender offer;2® and (iv) the procedures that have 
been developed to facilitate tender offers. In as- 
sessing the impact of either further regulation or 
the prospect of deregulation, the Commission re- 
quests comment on the extent to which, as a prac- 
tical matter, retail investors and other public 
securityholders would be able to borrow securities 
or obtain guarantees in order to engage in short or 
hedged tendering, and any benefits that might ac- 
crue to such securityholders. In that regard, com- 
mentators should consider whether any such ben- 
efits would mitigate or eliminate the potential 
adverse effects of the application of pro rata ac- 
ceptance to the additional amount of shares that 
would be tendered if short tendering were 
permitted. Commentators may wish to consider, 
moreover, whether the Commission might devise 
conditional exemptive provisions, under Section 
14(d)(8) or otherwise, that might offer incentives 





25See notes 5 and 6 supra and accompanying 
text. By requiring pro rata acceptance during the 
first ten days of an offer, see Section 14(d)(6), the 
Congress provided a mechanism that promotes 
equal treatment for tendering securityholders and 
the Commission has extended this protection to 
securityholders subject to tender offers by issuers, 
see Rule 13e-4(f)(3). To some degree, a ban on 
short tendering further contributes to that overall 
goal. 


26In the past, certain commentators have stated 
that permitting short tendering would raise the 
price at which arbitrageurs are willing to purchase 
shares from those shareholders who wish to avoid 
the risk of pro rata acceptance by selling into the 
market rather than tendering. Additional comment 
on this point is requested, since it would appear 
that arbitrageurs need not purchase subject secu- 
rities during the tender offer period in order to ef- 
fect a short tender. 
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for bidders to provide protection for tendering 
shareholders that could obviate the need for Rule 
10b-4 or for the amendments today proposed. 


V. REGULATORY FLEXIBILITY ACT CERTIFICA- 
TION 


Section 603(a)?” of the Administrative Procedure 
Act (“APA"),28 as amended by the Regulatory 
Flexibility Act (‘Flexibility Act’’),29 generally re- 
quires the Commission to undertake a regulatory 
flexibility analysis of all proposed rules, or pro- 
posed rule amendments, to determine the impact 
of such rulemaking on “small entities.”° Section 
605(b) of the Flexibility Act, however, specifically 
exempts from this requirement any proposed rule, 
or proposed rule amendment, which, if adopted, 
would not “have a significant economic impact on 
a substantial number of small entities.” The Pro- 
posed Amendments only prohibit certain conduct 
and do not impose any record-keeping, data col- 
lection or reporting requirements on entities sub- 
ject to the Rule. In addition, small entities other 
than broker-dealers are unlikely to engage in the 
conduct to be prohibited, and those broker-dealers 
that the Commission proposes to define as a 
“small business” or “small organization” for pur- 
poses of the Flexibility Act?’ are already prohibited 


275 U.S.C. 603(a). 





285 U.S.C. 551 et seq. 


29Pub L. No. 96-354 (September 19, 1980), 94 
Stat. 1164, [1980] U.S. Code Cong. & Ad. News 
1169. 


3° Although Section 601(b) of the Flexibility Act de- 
fines the term ‘“‘small entity,” the statute permits 
agencies to formulate their own definitions. The 
Commission has published its proposed defini- 
tions in Securities Act Release No. 6302 
(March 20, 1981), 46 FR 19251 (March 30, 1981). 


31A broker-dealer under the Commission’s pro- 
posed definition of “small business” or “small or- 
ganization” is one that 


(1) Ils permitted to maintain the amount 
of net capital specified in 
§240.15c3-—1(a)(2) or (a)(3); 
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by another Commission rule from engaging in the 
conduct.%? Accordingly, the Chairman of the Com- 
mission has certified that the Proposed Amend- 
ments, if adopted, would not have a significant 
economic impact on a substantial number of small 
entities. 


VI. STATUTORY BASIS 


The proposed amendments to Rule 10b-4 would 
be promulgated under the Act, 15 U.S.C. 78a et 
seq., and particularly Sections 3(b), 10(a), 10(b), 
14(e), 15(b) and 23(a) of the Act [15 U.S.C. 
78c(b), 78j(a), 78j(b), 78n(e), 780(b) and 78w(a)]. 


On the basis of the above discussion and analysis, 
the Commission is proposing to amend Part 240 of 
Chapter II of Title 17 of the Code of Federal Regu- 
lations by revising §240.10b-4 to read as follows: 


PART 240—GENERAL RULES AND REGULA- 
TIONS, SECURITIES EXCHANGE ACT OF 1934 


§240.10b-4 Short tendering of securities. 
(a) Definitions. For purposes of this section: 


(1) A person shall be deemed to own a subject se- 
curity or an equivalent security if neither he nor his 
agent has entered into an arrangement or agree- 
ment (other than one for the lending of securities 
or the writing of a call option that is traded on a na- 





(2) Had less than six partners, officers 
and employees on the last business 
day of the preceding calendar year 
(or in the time that it has been in 
business, if shorter); and 


(3) Is not affiliated with any person (oth- 
er than a natural person) that is not 
a small business or small organiza- 
tion as defined in this section. 


Id. 


32 Since the Commission is using its proposed, but 
not yet adopted, definitions of small entities in its 
evaluation of the Proposed Amendments to Rule 
10b-4, the Commission seeks comment on wheth- 
er the use of those proposed definitions is appro- 
priate in this context. 
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tional securities exchange) whereby any other per- 
son may tender that security or be deemed to own 
it and (i) he or his agent has title to it; or (ii) he has 
purchased, or has entered into an unconditional 
contract, binding on both parties thereto, to pur- 
chase it but has not yet received it; or (iii) he has 
an option that is traded on a national securities ex- 
change to purchase it and has exercised that op- 
tion; or (iv) in the case of a subject security he has 
converted, exchanged, or exercised an equivalent 
security that he owned (within the meaning of (i) or 
(ii) above). For the purpose of determining owner- 
ship as of the end of the pro rata acceptance peri- 
od, securities that have been tendered and not 
withdrawn are deemed to be owned as of the end 
of the pro rata acceptance period. Provided, how- 
ever, That a person shall be deemed to own a se- 
curity for purposes of this rule only to the extent 
that he has a net long position in such security. 


(2) The term “equivalent security” means (i) any 
security (including any option, warrant, or other 
right to purchase the subject security), issued by 
the person whose securities are the subject of the 
offer, that is immediately convertible into, or ex- 
changeable or exercisable or exercisable for, a 
subject security; or (ii) any other right or option 
(other than an option that is traded on a national 
securities exchange) that entitles the holder there- 
of to acquire a subject security, but only if the 
holder thereof reasonably believes that the maker 
or writer of the right or option has title to and pos- 
session of the subject security and upon exercise 
will promptly deliver the subject security. 


(3) The term “partial offer’ means any tender offer 
for, or request or invitation for tenders of, any se- 
curity in which (i) the bidder offers to purchase 
less than the total amount of securities outstand- 
ing of a particular class or series and (ii) tenders 
are accepted either by lot or on apro rata basis for 
a specified period. 


(4) The term “subject security’ means a security 
that is the subject of any tender offer or request or 
invitation for tenders. 


(5) For purposes of this rule, a person shall be 
deemed to ‘‘tender’” a security if he (i) delivers a 
subject security pursuant to an offer, (ii) causes 
such delivery to be made, (iii) guarantees delivery 
of a subject security pursuant to a tender offer, (iv) 
causes a guarantee of such delivery to be given 
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by another person, or (v) uses any other method 
by which acceptance cf a tender offer may be 
made. 


(b) It shall constitute a “manipulative or deceptive 
device or contrivance” and a “fraudulent, decep- 
tive, or manipulative act or practice’ as those 
terms are used in sections 10(b) and 14(e) of the 
Act, respectively, for any person acting alone or in 
concert with others, directly or indirectly, to tender 
any subject security in a partial offer: 


(1) For his own account unless at the time of ten- 
der, and at the end of the pro rata acceptance pe- 
riod or period during which securities are accepted 
by lot (including any extensions thereof), he owns 
(i) the subject security and will deliver or cause to 
be delivered such security for the purpose of ten- 
der to the person making the offer within the peri- 
od specified in the offer, or (ii) an equivalent secu- 
rity and, upon the acceptance of his tender, will 
acquire the subject security by conversion, ex- 
change, or exercise of such equivalent security to 
the extent of such acceptance and, within the peri- 
od specified in the offer, will deliver or cause to be 
delivered the subject security so acquired for the 
purpose of tender to the person making the offer; 
or 


(2) For the account of another person unless the 
person making the tender (i) possesses the 
sqbject security or an equivalent security, or (ii) 
has a reasonable belief that, upon information fur- 
nished by the person on whose behalf the tender 
is made, such person owns the subject security or 
an equivalent security and will promptly deliver the 
subject security or such equivalent security for the 
purpose of tender to the person making the ten- 
der. 


(3) If the same security has been tendered in re- 
sponse to any other partial offer, unless he has 
first withdrawn the other tender. 


(c) This rule shall not prohibit any transaction or 
transactions if the Commission, upon written re- 
quest or upon its own motion, exempts such trans- 
action or transactions, either unconditionally or on 
specified terms and conditions, as not constituting 
a manipulative or deceptive device or contrivance 
or a fraudulent, deceptive, or manipulative act or 
practice comprehended within the purpose of this 
rule. 
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Vil. SOLICITATION OF COMMENTS 


All interested persons are invited to submit written 
data, views and arguments concerning the forego- 
ing. Persons desiring to make written submissions 
should submit three copies thereof to George A. 
Fitzsimmons, Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549, not later 
than November 15, 1981. Reference should be 
made to File No. S7-903. All submissions will be 
made available for public inspection at the Com- 
mission’s Public Reference Section, Room 6101, 
1100 L Street, N.W., Washington, D.C. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





REGULATORY FLEXIBILITY ACT 
CERTIFICATION 


|, John S. R. Shad, Chairman of the Securities and 
Exchange Commission, hereby certify pursuant to 
5 U.S.C. 605(b) that the proposed amendments to 
Rule 10b-4 set forth in Securities Exchange Act 
Release No. 34—18050, if promulgated, will not 
have a significant economic impact on a substan- 
tial number of small entities. The reasons for this 
certification are that the proposed amendments, if 
adopted, would prohibit fraudulent conduct and 
would not impose any reporting, data collection or 
record-keeping requirements. In addition, small 
entities other than broker-dealers are unlikely to 
engage in the conduct to be prohibited, and those 
broker-dealers that the Commission proposes to 
define as a “small business” or “small organiza- 
tion” for purposes of the Regulatory Flexibility Act 
are already prohibited by another Commission rule 
from engaging in the conduct. 





John S. R. Shad 
Chairman 


Dated: 8/21/81 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 18051/August 21, 1981 


An order has been issued granting the application 
of the Pacific Stock Exchange, Inc. to strike the 
shares of beneficial interest ($1 Par Value) of CMT 
INVESTMENT COMPANY from listing and regis- 
tration thereon. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 18052/August 21, 1981 


In the Matter of 


NATIONAL SECURITIES CLEARING 
CORPORATION (‘‘NSCC’”’) 

55 Water Street 

New York, New York 10041 


(SR-NSCC-80- 15) 


ORDER APPROVING PROPOSED RULE 
CHANGE 


On May 5, 1981, NSCC filed with the Commission, 
pursuant to Section 19(b)(1) of the Securities Ex- 
change Act of 1934, 15 U.S.C. 78(s)(b)(1) (the 
“Act’’) and Rule 19b-4 thereunder, copies of a pro- 
posed rule change that would permit NSCC to ac- 
cept letters of credit in addition to cash or govern- 
ment securities for clearing fund purposes. 


Notice of the proposed rule change, including a 
prepublication amendment, together with the 
terms of substance of the proposed rule change 
was given by publication of a Commission Re- 
lease (Securities Exchange Act Release 
No. 34-16876, June 6, 1980) and by publication 
in the Federal Register (45 FR 40270, June 13, 
1980). Five favorable written comments were re- 
ceived by the Commission. 


On April 2, 1981, NSCC submitted Amendment 
No. 2 to the filing, which raised the minimum re- 
quirement for cash contributions to the clearing 
fund if a participant uses letters of credit. Notice of 
the amendment and its terms of substance was 
given by publication of a Commission Release 
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(Securities Exchange Act Release No. 34-17712, 
April 13, 1981) and by publication in the Federal 
Register (46 FR 22522, April 17, 1981). No written 
comments were received by the Commission. On 
July 29, 1981, NSCC submitted further clarifying 
technical amendments. 


The Commission finds that the proposed rule 
change is consistent with the requirements of the 
Act and the rules and regulations thereunder ap- 
plicable to clearing agencies and, in particular, the 
requirements of Section 17A and the rules and 
regulations thereunder. 


IT IS THEREFORE ORDERED, pursuant to Sec- 
tion 19(b)(2) of the Act, that the proposed rule 
change be, and it hereby is, approved. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 18053/August 21, 1981 


NOTICE OF EFFECTIVENESS OF A PROPOSED 
RULE CHANGE BY THE NATIONAL SECURITIES 
CLEARING CORPORATION (File No. 
SR-NSCC-81-11) 


National Securities Clearing Corporation 
(“NSCC”) submitted a proposed rule change on 
August 21, 1981, pursuant to Rule 19b-4 under 
the Securities Exchange Act, that authorizes 
NSCC to decline to accept a letter of credit issued 
by an approved bank if acceptance of the letters of 
credit would result in an undue concentration of 
the clearing fund in letters of credit of that bank. 


The foregoing rule change has become effective 
pursuant to Section 19(b) (3) (A) of the Securities 
Exchange Act of 1934 and Rule 19b-4 thereun- 
der. At any time within sixty days of the filing of 
such proposed rule change, the Commission may 
summarily abrogate the rule change if it appears 
to the Commission that such action is necessary 
or appropriate in the public interest, for the protec- 
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tion of investors, or otherwise in furtherance of the 
purposes of the Securities Exchange Act. 


Publication of the submission is expected to be 
made in the Federal Register during the week of 
August 24, 1981. Interested persons are invited to 
submit written data, views and arguments con- 
cerning the submission within twenty-one days 
from the date of publication in the Federal Regis- 
ter. Persons desiring to make written submissions 
within twenty-one days from the date of publica- 
tion should file six copies thereof with the Secre- 
tary of the Commission, Securities and Exchange 
Commission, 500 North Capitol Street, Washing- 
ton, D.C. 20549. Reference should be made to 
File No. SR-NSCC-81-11. 


Copies of the submission, with accompanying ex- 
hibits, and of all written comments will be available 
for public inspection at the Securities and Ex- 
change Commission’s Public Reference Room, 
1100 L Street, N.W., Washington, D.C. Copies of 
the filing will also be available at the principal of- 
fice of the above-mentioned self-regulatory organi- 
zation. 


For the Commission by the Division of Market 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 18054/August 21, 1981 


In the Matter of 


NATIONAL ASSOCIATION OF 
SECURITIES DEALERS, INC. 


(SR-NASD-80-20) 


ORDER APPROVING PROPOSED RULE 
CHANGE 


On October 28, 1980, the National Association of 
Securities Dealers, Inc. (“NASD”) filed with the 
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Commission, pursuant to Section 19(b) (1) of the 
Securities Exchange Act of 1934, 15 U.S.C. 78(s) 
(b) (1) (‘Act’) and Rule 19b-4 thereunder, copies 
of a proposed rule change which revises Parts II 
and XII of Schedule D of the NASD’s By-Laws to 
increase the initial and maintenance requirements 
for inclusion of securities in the NASDAQ System. 
The NASD stated that the purpose of the increase 
is to reflect the effects of inflation since the ex- 
isting requirements were instituted in 1971. 


Specifically, the proposed amendments to Part Il 
of Schedule D raise the requirements for initial in- 
clusion in the NASDAQ System from $1 million in 
total assets and $500,000 in total capital and sur- 
plus to $2 million in total assets and $1 million in 
total capital and surplus. In addition, the filing 
raises the maintenance requirements of the 
NASDAQ System from $500,000 in total assets 
and $250,000 in total capital and surplus to 
$750,000 in total assets and $375,000 in total cap- 
ital and surplus. These amendments apply to Au- 
thorized Domestic Securities, as well as Author- 
ized Foreign Securities and American Depository 
Receipts. The rule change will apply to all applica- 
tions for inclusion on NASDAQ received by the 
NASD or completed with the NASD after August 
21, 1981, except for new issues awaiting only 
Commission approval of the issuer’s registration 
statement. However, the proposed rule change 
delays the increase in maintenance requirements 
for twelve months following the effective date of 
the rule change to allow companies additional time 
to comply with the increased standards. In addi- 
tion, the proposed rule change amends Part XII of 
Schedule D which permits companies not on 
NASDAQ to be included on local lists without re- 
gard to price if such companies report no less than 
the amended minimum assets and capital and sur- 
plus required for inclusion in the NASDAQ Sys- 
tem. 


Notice of the proposed rule change together with 
the terms of substance of the proposed rule 
change was given by issuance of a Commission 
Release (Securities Exchange Act Release No. 
17281, November 10, 1980) and by publication in 
the Federal Register (45 FR 75411, November 11, 
1980). No comments were received with respect 
to the proposed rule filing. 


The Commission finds that the proposed rule 
change is consistent with the requirements of the 
Act and the rules and regulations thereunder ap- 
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plicable to the NASD and, in particular, the re- 
quirements of Section 15A and the rules and regu- 
lations thereunder. 


IT {S THEREFORE ORDERED, pursuant to Sec- 
tion 19(b)(2) of the Act, that the above-mentioned 
proposed rule change be, and it hereby is, ap- 
proved. 


For the Commission, by the Division of Market 
Regulation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 18055/August 24, 1981 


SECURITIES INVESTOR PROTECTION ACT OF 
1970 
Release No. 99/August 24, 1981 


Administrative Proceeding 
File No. 3-6053 


In the Matter of 


MONTEREY SECURITIES CORPORATION 
(File No. 8-23480) 


PATRICK LEROY MCDONALD 


ORDER INSTITUTING PROCEEDINGS AND IM- 
POSING REMEDIAL SANCTIONS 


The Commission deems it appropriate that public 
proceedings be instituted with respect to Monterey 
Securities Corporation (“Monterey”), a broker- 
dealer, based in San Francisco, California, which 
has been registered with the Commission since 
March 2, 1979, and Patrick Leroy McDonald 
(“McDonald”), its president and sole shareholder, 
pursuant to Section 15(b) of the Securities Ex- 
change Act of 1934 (‘Exchange Act’) and Section 
14(b) of the Securities Investor Protection Act of 
1970 (“SIPA”). 
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In anticipation of the institution of these proceed- 
ings, Monterey and McDonald have submitted an 
Offer of Settlement which the Commission has de- 
termined to accept. In the Offer of Settlement, 
Monterey and McDonald admit they have been 
permanently enjoined from violations of the federal 
securities laws (see finding G below) and that 
McDonald was the president and owner of from 75 
to 100 percent of the voting securities of 
Monterey, a registered broker-dealer for which a 
trustee has been appointed pursuant to SIPA (see 
finding H below). In addition, without admitting or 
denying the findings of violations contained here- 
in, Monterey and McDonald consent to the find- 
ings and order of the Commission imposing the re- 
medial sanctions set forth below. 


Accordingly, IT IS ORDERED that such proceed- 
ings pursuant to Section 15(b) of the Exchange 
Act and Section 14(b) of SIPA be, and they hereby 
are, instituted. 


On the basis of the Offer of Settlement by 
Monterey and McDonald, the Commission makes 
the following findings: 


A. During the period from about January 31, 1980, 
to about April 7, 1980, Monterey willfully violated, 
and McDonald willfully aided and abetted viola- 
tions of, Section 15(c)(3) of the Exchange Act and 
Rule 15c3-1 thereunder in that they effected se- 
curities transactions when Monterey did not have, 
and did not maintain, net capital of not less than 
$25,000. 


B. During the period from September 1979 to May 
1980, Monterey willfully violated, and McDonald 
willfully aided and abetted violations of, Section 15 
(c)(3) of the Exchange Act and Rule 15c3-3 there- 
under in that they effected securities transactions 
while failing to maintain a special reserve bank ac- 
count for the exclusive benefit of customers (‘‘re- 
serve bank account’), failing to make required de- 
posits in such a reserve bank account, and failing 
to make required computations necessary to de- 
termine the amounts required to be deposited. 


C. During January and February 1980, Monterey 
willfully violated, and McDonald willfully aided and 
abetted violations of, Section 15(c)(3) of the Ex- 
change Act and Rule 15c3-3 thereunder in that 
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they effected securities transactions and failed to 
promptly obtain and thereafter maintain physical 
possession or control of all fully-paid customer se- 
curities. 


D. During the period from about March 2, 1979, to 
about May 1980, Monterey willfully violated, and 
McDonald willfully aided and abetted violations of, 
Section 17(a) of the Exchange Act and Rule 
17a-3 thereunder in that they failed to accurately 
make and keep current books and records relating 
to the business of Monterey. 


E. During the period from September 1979 to 
about April 1980, Monterey and McDonald willfully 
violated Section 17(a) of the Securities Act of 
1933 and Section 10(b) of the Exchange Act and 
Rule 10b—5 thereunder in that in effecting securi- 
ties transactions on behalf of customers of 
Monterey and others they (1) converted funds; (2) 
failed to deliver securities they sold; and (3) failed 
to pay for securities they purchased. 


F.On or about October 4, 1979, McDonald, as 
president of Pierpont Barney & Co., Inc., a compa- 
ny which he wholly-owned, willfully violated Sec- 
tion 13(d)(1) of the Exchange Act and Rules 
13d-—1 and 12b-20 thereunder in that a Schedule 
13D, which he filed to report the acquisition of the 
beneficial ownership of more than five percent of 
the securities of Habanero Corporation, a corpora- 
tion registered under Section 12(g) of the Ex- 
change Act, falsely stated that neither he nor 
Pierpont Barney & Co., Inc. had been a party to 
any other contract, arrangement, understanding, 
or relationship with respect to said securities. 


G. On January 5, 1981, the Honorable Marilyn Hall 
Patel, of the United States District Court for the 
Northern District of California, issued an order of 
permanent injunction, pursuant to the consent of 
Monterey and McDonald, prohibiting Monterey 
from violations of the provisions cited in Sections 
I1.A to II.E above, and prohibiting McDonald from 
violations of and aiding and abetting violations of 
the provisions cited in Sections II.A to II.F above. 


H. McDonald was the president and owner of from 
75 to 100 percent of the voting securities of 
Monterey, a registered broker-dealer of which a 
trustee was appointed, pursuant to SIPA, on No- 
vember 12, 1980, by the Honorable Lloyd King, of 
the United States District Court for the Northern 
District of California. 
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In view of the foregoing, it is in the public interest 
to impose the sanctions specified in the Offer of 
Settlement. 


Accordingly, IT IS ORDERED that, effective forth- 
with: 


A. The registration of Monterey Securities Corpo- 
ration as a broker-dealer is revoked; and 


B. Patrick Leroy McDonald is barred from associa- 
tion with any broker or dealer, investment adviser, 
investment company, and municipal securities 
dealer. 


For the Commission, by its Secretary, pursuant to 
delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 18056/August 24, 1981 


NOTICE OF FILING OF AN AMENDMENT TO A 
PROPOSED RULE CHANGE BY THE NATIONAL 
SECURITIES CLEARING CORPORATION (File 
No. SR-NSCC-80-35) 


Pursuant to Rule 19b-4 under the Securities Ex- 
change Act of 1934, National Securities Clearing 
Corporation (““NSCC’’) submitted Amendment No. 
1 to a proposed rule change (SGR-NSCC-80-35) 
on July 13, 1981. The amendment would establish 
standards of financial responsibility and oper- 
ational capability for initial and continued member- 
ship in NSCC by banks and would amend NSCC 
Rule 46 to establish standards under which NSCC 
may suspend a bank member or limit a bank’s ac- 
cess to NSCC’s services. By adding membership 
standards for banks, this amendment completes a 
proposed rule change submitted by NSCC on De- 
cember 19, 1981, establishing standards of finan- 
cial responsibility and operational capacity for 
broker-dealer members in NSCC. 46 FR 10889 
(February 4, 1981). 
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In its filing, NSCC indicated that, in drafting the 
bank standards, NSCC adopted standards for 
banks that are comparable to the standards for 
broker-dealers except to the extent that banks are 
subject to materially different regulatory principles 
and accounting practices. 


Publication of the submission is expected to be 
made in the Federal Register during the week of 
August 24, 1981. Interested persons are invited to 
submit written data, views and arguments con- 
cerning the submission within twenty-one days 
from the date of publication in the Federal Regis- 
ter. Persons desiring to make written submissions 
within twenty-one days from the date of publica- 
tion should file six copies thereof with the Secre- 
tary of the Commission, Securities and Exchange 
Commission, 500 North Capitol Street, Washing- 
ton, D.C. 20549. Reference should be made to 
File No. SR-NSCC-80-35. 


Copies of the submission, with accompanying ex- 
hibits, and of all written comments will be available 
for public inspection at the Securities and Ex- 
change Commission's Public Reference Room, 
1100 L Street, N.W., Washington, D.C. Copies of 
the filing will also be available at the principal of- 
fice of the above-mentioned self-regulatory organi- 
zation. 


For the Commission by the Division of Market 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 18057/August 24, 1981 


NOTICE OF EFFECTIVENESS OF A PROPOSED 
RULE CHANGE BY THE OPTIONS CLEARING 
CORPORATION (File No. SR-OCC-81-7) 


The Options Clearing Corporation (‘““OCC’’) 
submitted a proposed rule change of July 21, 
1981, pursuant to Rule 19b-4 under the Securities 
Exchange Act. The rule change amends OCC’s 
Rules 212 and 913 to permit a Clearing Member 
(the “Appointing Clearing Member’) to appoint as 
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its correspondent for the purpose of settlement of 
exercised option contracts, another clearing mem- 
ber (the “Appointed Clearing Member’) rather 
than a Correspondent Clearing Corporation. Under 
the proposal, during the effectiveness of such an 
appointment, all exercised option contracts in the 
accounts of the Appointing Clearing Member will 
be transmitted to the Appointed Clearing Member 
and, in turn, to the Appointed Clearing Member's 
Correspondent Clearing Corporation for settle- 
ment. OCC believes that this system will increase 
access to OCC by permitting more exchange 
members to become clearing members of OCC 
without incurring the cost of joining a Correspond- 
ent Clearing Corporation. 


The foregoing rule change has become effective 
pursuant to Section 19(b)(3)(A) of the Securities 
Exchange Act of 1934 and Rule 19b-—4 thereun- 
der. At any time within sixty days of the filing of 
such proposed rule change, the Commission may 
summarily abrogate the rule change if it appears 
to the Commission that such action is necessary 
or appropriate in the public interest, for the protec- 
tion of investors, or otherwise in furtherance of the 
purposes of the Securities Exchange Act. 


Publication of the submission is expected to be 
made in the Federal Register during the week of 
August 24, 1981. Interested persons are invited to 
submit written data, views and arguments con- 
cerning the submission within twenty-one days 
from the date of publication in the Federal Regis- 
ter. Persons desiring to make written submissions 
within twenty-one days from the date of publica- 
tion should file six copies thereof with the Secre- 
tary of the Commission, Securities and Exchange 
Commission, 500 North Capitol Street, Washing- 
ton, D.C. 20549. Reference should be made to 
File No. SR-OCC-81-7. 


Copies of the submission, with accompanying ex- 
hibits, and of all written comments will be available 
for public inspection at the Securities and Ex- 
change Commission’s Public Reference Room, 
1100 L Street, N.W., Washington, D.C. Copies of 
the filing will also be available at the principal of- 
fice of the above-mentioned self-regulatory organi- 
zation. 
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For the Commission by the Division of Market 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 18058/August 24, 1981 


NOTICE OF FILING OF PROPOSED RULE 
CHANGE BY THE 
AMERICAN STOCK EXCHANGE, INC. 


File No. SR-—Amex-81-15 


The American Stock Exchange, Inc. (“Amex’) 
submitted on August 11, 1981, a proposed rule 
change under Rule 19b—4 to amend Amex Rule 30 
regarding periodic reporting requirements for 
member firms, to provide for the imposition of a 
fee for certain reporting violations. 


Publication of the submission is expected to be 
made in the Federal Register during the week of 
August 24, 1981. In order to assist the Commis- 
sion to determine whether to approve the pro- 
posed rule change or institute proceedings to de- 
termine whether the proposed rule change should 
be disapproved, interested persons are invited to 
submit written data, views and arguments con- 
cerning the submission within 21 days from the 
date of publication in the Federal Register. Per- 
sons desiring to make written comments should 
file six copies thereof with the Secretary of the 
Commission, Securities and Exchange Commis- 
sion, 500 North Capitol Street, Washington, D.C. 
20549. Reference should be made to File No. 
SR-Amex-81-15. 


Copies of the submission, all subsequent amend- 
ments, all written statements with respect to the 
proposed rule change which are filed with the 
Commission, and of all written communications 
relating to the proposed rule change between the 
commission and any person, other than those 
which may be withheld from the public in accord- 
ance with the provisions of 5 U.S.C. §552, will be 
available for inspection and copying at the Com- 
mission’s Public Reference Room, 1100 L Street, 
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N.W., Washington, D.C. copies of the filing and of 
any subsequent amendments will also be avail- 
able at the principal office of the above-mentioned 
self-regulatory organization. 


For the Commission, by the Division of Market 
Regulation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 18059/August 24, 1981 


NOTICE OF FILING OF AMENDMENT TO PRO- 
POSED RULE CHANGE BY THE PHILADELPHI 
STOCK EXCHANGE, INC. 


File No. SR-Phix-81-10 


The Philadelphia Stock Exchange, Inc. (“Phix’) 
submitted on August 17, 1981, an amendment to a 
proposed rule change pursuant to Rule 19b-4 un- 
der the Securties Exchange Act of 1934’ to pro- 
vide that the equalizing exemption provided by 
paragraphs (d)(3) and (d)(11) of the proposed rule 
change is not available in cases where the Floor 
Procedure Committee determines that short sales 
in any security shall be governed by a “tick” test 
referenced to the last sale report in the Phix’s mar- 
ket, and to incorporate into its proposed rule 
change paragraph (e)(11) of Rule 10a-1 under the 
Securities Exchange Act of 1934. 


Publication of the submission is expected to be 
made in the Federal Register during the week of 
August 24, 1981. In order to assist the Commis- 
sion to determine whether to approve the pro- 
posed rule change or institute proceedings to de- 
termine whether the proposed rule change should 
be disapproved, interested persons are invited to 
submit written data, views and arguments con- 
cerning the submission within 21 days from the 
date of publication in the Federal Register. Per- 





'The proposed rule change was filed with the 
Commission on July 27, 1981, and notice was giv- 
en by Securities and Exchange Release No. 
17990 (July 31, 1981). 
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sons desiring to make written comments should 
file six copies thereof with the Secretary of the 
Commission, Securities and Exchange Commis- 
sion, 500 North Capitol Street, Washington, D.C. 
20549. Reference should be made to File No. SR- 
Phix-81-10. 


Copies of the submission, all subsequent amend- 
ments, all written statements with respect to the 
proposed rule change which are filed with the 
Commission, and all written communications 
relating to the proposed rule change between the 
Commission and any person, other than those 
which may be withheld from the public in accord- 
ance with the provisions of 5 U.S.C. §552, will be 
available for inspection and copying at the Com- 
mission’s Public Reference Room, 1100 L Street, 
N.W., Washington, D.C. Copies of the filing and of 
any subsequent amendments will also be avail- 
able at the principal office of the above-mentioned 
self-regulatory organization. 


For the Commission, by the Division of Market 
Regulation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 18060/August 24, 1981 


In the Matter of Applications of the 
CINCINNATI STOCK EXCHANGE 
For Unlisted Trading Privileges 


Securities Exchange Act of 1934 


FINDINGS AND ORDER GRANTING APPLICA- 
TIONS FOR UNLISTED TRADING PRIVILEGES 


The Cincinnati Stock Exchange (“CSE”) has filed 
applications with the Commission pursuant to Sec- 
tion 12(f)(1)(B) of the Securities Exchange Act of 
1934 (“Act”) and Rule 12f-1 [17 CFR 240.12f-1] 
thereunder, for unlisted trading privileges in the 
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following securities which are listed on another na- 
tional securities exchange.’ 


Advanced Micro Devices, Inc. 
Common Stock, $.01 Par Value (File 
No. 7-5989) 


Donaldson Company, Inc. 
Common Stock, $5 Par Value (File 
No. 7-5990) 


GEICO Corp. 
Common Stock, $1 Par Value (File 
No. 7-5991) 
$0.736 Cumulative Convertible Pre- 
ferred $1 Par Value (File 
No. 7-5992) 


Houston Oil Royalty Trust 
Units of Beneficial Interest, No Par 
Value (File No. 7-5993) 


Koger Properties, Inc. 
Common Stock, $.10 Par Value (File 
No. 5994) 


Lear Petroleum Corporation 
Common Stock, $.10 Par Value (File 
No. 7-5995) 


Leggett & Platt, Inc. 
Common Stock, $1 Par Value (File 
No. 7-5996 


Management Assistance Inc. 
Common Stock, $.40 Par Value (File 
No. 7-5997) 


NCMB Corporation 
Common Stock, $2.50 Par Value (File 
No. 7-5998) 


Noble Affiliates, Inc. 
Common Stock, $3.33% Par Value 
(File No. 7—-5999) 


Ocean Drilling & Exploration Co. 
Common Stock, $.50 Par Value (File 
No. 7-6000) 





‘Notice of these applications was given by publi- 
cation in the Federal Register. 46 FR 40121 (Au- 
gust 6, 1981). The Commission has received no 
comments with respect to these applications. 
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PennCorp Financial, Inc. 
Common Stock; $.50 Par Value (File 
No. 7-6002) 


PPG Industries, Inc. 
Common Stock, $1.6624 Par Value 
(File No. 7-6003) 


Recognition Equipment Incorporated 
Common Stock, $.25 Par Value (File 
No. 7-6004) 


Sealed Air Corporation 
Common Stock, $.01 Par Value (File 
No. 7-6005) 


Stauffer Chemical Co. 
Common Stock, $1.25 Par Value (File 
No. 7-6006) 


Thermo Electron Corporation 
Common Stock, $1 Par Value (File 
No. 7-6007) 


Tosco Corporation 
Common Stock, $.15 Par Value (File 
No. 7-6008) 


Toys “R’” Us, Inc. 
Common Stock, $.10 Par Value (File 
No. 7-6009) 


Valero Energy Corporation 
Common Stock, $1 Par Value (File 
No. 7-6010) 


Argo Petroleum Corporation 
Common Stock, $.10 Par Value (File 
No. 7-6011) 


Dorchester Gas Corporation 
Common Stock, $.10 Par Value (File 
No. 7-6012) 


Elsinore Corporation 
Common Stock, No Par Value (File 
No. 7-6013) 


Solid State Scientific, Inc. 
Common Stock, $.40 Par Value (File 
No. 7-6014) 


Summit Energy, Inc. 
Common Stock, $.50 Par Value (File 
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No. 7-6015) 
$1.80 Cumulative Convertible Pre- 
ferred $1 Par Value (File 
No. 7-6016) 


Triton Oil & Gas Corporation 
Common Stock, $1 Par Value (File 
No. 7-6017) 


Worldwide Energy Corporation 
Common Stock, $.20 Par Value (File 
No. 7-6018) 


The Commission finds that approval of the CSE’s 
applications for unlisted trading privileges in these 
securities is consistent with the maintenance of 
fair and orderly markets and the protection of in- 
vestors. As a national securities exchange regis- 
tered with the Commission pursuant to Section 6 
of the Act, the CSE is subject to the provisions of 
paragraph (b) of that section, and to the Commis- 
sion’s inspection authority and oversight respon- 
siblity under Sections 17 and 19 of the Act and the 
rules and regulations thereunder. In addition, 
transactions in the subject securities, regardless 
of the market in which they occur, are reported in 
the consolidated transaction reporting system con- 
templated by Rule 11Aa3-1 under the Act [17 
CFR 240.11Aa3-1]. The availability of last sale in- 
formation for the subject securities should contrib- 
ute to pricning efficiency and to ensuring that 
transactions on the CSE are executed at prices 
which are reasonably related to those occurring in 
other markets. Finally the Commission has re- 
ceived no comments indicating that the granting of 
these applications would not be consistent with 
the maintenance of fair and orderly markets and 
the protection of investors. The Commission fur- 
ther finds that approval of the CSE applications 
will provide increased opportunities for competi- 
tion among brokers and dealers and among ex- 
change markets consistent with the purposes of 
the Act and the objectives of the national market 
system. 


ACCORDINGLY, IT IS ORDERED, pursuant to 
Section 12(f)(1)(B) of the Act, that the applications 
for unlisted trading privileges on the Cincinnati 
Stock Exchange in the above named securities 
are hereby approved. 
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For the Commission by the Division of Market 
Regulation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE OF 1934 
Release No. 18061/August 24, 1981 


A notice has been issued giving interested per- 
sons until September 16, 1981 to comment on the 
applications of the Cincinnati Stock Exchange for 
unlisted trading privileges in two issues which are 
listed and registered on one or more other national 
securities exchanges and are reported in the con- 
solidated transaction reporting system. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 18062/August 25, 1981 


A MONITORING REPORT ON THE OPERATION 
AND EFFECTS OF RULE 19c-3 UNDER THE SE- 
CURITIES EXCHANGE ACT OF 1934 


|. INTRODUCTION AND BACKGROUND 


On June 11, 1980, the Commission announced 
the adoption of Rule 19c-3' (‘Rule’) under the Se- 
curities Exchange Act of 1934 (‘‘Act’’).2 The Rule 
amended the rules of national securities ex- 
changes (‘exchanges’) which limit or condition 
the ability of members of those exchanges to ef- 
fect transactions otherwise than on an exchange 
in securities which are listed or admitted to unlist- 
ed trading privileges on those exchanges (‘off- 
board trading restrictions’).? Specifically, the Rule 





117 CFR §240.19c-3. 


215 U.S.C. §78a et seg., as amended by Pub. L. 
No. 94-29 (June 4, 1975). 


3Securities Exchange Act Release No. 16888 
(June 11, 1980), 45 FR 41125 (‘‘Adoption Re- 
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precludes off-board trading restrictions from ap- 
plying, with certain exceptions, to any reported se- 
curity’ (i) which was not traded on an exchange on 
April 26, 1979,5 or (ii) which was traded on an ex- 
change on April 26, 1979, but which ceases to be 
traded on an exchange for any period of time 
thereafter. However, it should be noted that most 
trading in preferred stocks was not subject to ex- 
change off-board trading restrictions prior to the 
adoption of the Rule.® Thus, it would not appear 
that the adoption of the Rule would have any ma- 
terial effect on trading in those securities. Accord- 
ingly, for most purposes this monitoring report 
deals only with common stocks subject to the Rule 
(“Rule 19c-3 Common Stocks’). 


In adopting the Rule, the Commission considered 
the benefits of the Rule in providing increased op- 
portunities for competition between over-the- 
counter (“OTC”) and exchange markets and in 
providing brokers, dealers, and investors with cer- 





FOOTNOTE—Continued 


lease’). At the same time, the Commission with- 
drew proposed Rule 19c-2 under the Act, which 
would have eliminated all remaining off-board 
trading restrictions on (i) off-board principal trans- 
actions and (ii) off-board agency transactions in 
which an exchange member acts as agent for both 
buyer and seller in the same transaction (‘‘in- 
house agency cross transactions’), with respect to 
most exchange-traded securities. Securities Ex- 
change Act Release No. 16889 (June 11, 1980), 
45 FR 41156. 


4The Rule defines the term “reported security” to 
mean “any security or class of securities for which 
transaction reports are collected, processed and 
made available pursuant to an effective transac- 
tion reporting plan.” Rule 19c-3(b)(4). Transaction 
reports and last sale data for reported securities 
are reported in the consolidated transaction re- 
porting system (‘consolidated system’) contem- 
plated by Rule 11Aa3-1 under the Act (17 CFR 
§240.11Aa-3-1). 


5The Commission proposed the Rule on that date. 
Securities Exchange Act Release No. 15769 
(April 26, 1979), 44 FR 26688. 


®6See, e.g., New York Stock Exchange, Inc. 
(“NYSE”) Rule 390(c)(viii). 
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tain operational and cost efficiencies.” In addition, 
the Commission considered various possible ad- 
verse consequences of the Rule which had been 
asserted by commentators, most significantly 
“internalization’® and its associated effects on 
competition, “fragmentation”? of the markets, and 
increased opportunity for “overreaching’’® of cus- 
tomers. The Commission also considered the is- 
sue of “equal regulation.”'’ The Commission con- 





7 Adoption Release, supra note 3, at 10, 45 FR at 
41126. 


®The Commission has stated that the term 
“internalization,” when used with respect to the 
activities of an “integrated” broker-dealer making 
markets OTC, refers to the withholding of retail or- 
ders from other market centers for the purpose of 
executing them “in-house,” as principal, without 
exposing those orders to buying and selling inter- 
est in those other market centers. An “integrated” 
firm refers to a broker-dealer with a large retail or- 
der flow or sizeable correspondent network that 
also makes markets in Rule 19c-3 Common 
Stocks. /d. at 18, note 31, 45 FR at 41128 and 
sources cited therein. The Commission also has 
noted that, because most trading in listed securi- 
ties is conducted in a manner which does not re- 
sult in routine exposure of order flow to other 
competing market centers, internalization is pres- 
ent in the trading of listed securities on exchanges 
as well as in the OTC market. /d. at 25-6, 45 FR 
at 41129. 


®The Commission has stated that the term “frag- 
mentation” refers to the dispersion of order flow 
among market centers. /d. at 19, note 32, 45 FR at 
41128 and sources cited therein. 


10The Commission has stated that the term “over- 
reaching” refers to the possbility that broker- 
dealer firms may take advantage of their custom- 
ers by executing retail transactions as principal at 
prices less favorable to those customers than 
could have been obtained had those firms acted 
as agent. /d. at 19, note 33, 45 FR at 41128. 


11“Equal regulation” raises the question whether a 
trading environment characterized by the absence 
of off-board trading restrictions would, in the ab- 
sence of uniform or similar regulation of all market 
makers in similar circumstances, afford a fair field 
of competition among market makers. 
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cluded that the potential adverse effects of the 
Rule were outweighed by the potential benefits. In 
particular, the Commission indicated its belief that 
adoption of the Rule was justified by its experi- 
mental value in providing an opportunity to ob- 
serve concurrent OTC and exchange trading.'2 


The Commission also stated that it expected the 
National Association of Securities Dealers, Inc. 
(“NASD”) to conduct a rigorous monitoring and 
enforcement effort, including evaluation of individ- 
ual OTC transactions in Rule 19c-3 Common 
Stocks, particularly with respect to possible in- 
stances of overreaching. The Commission re- 
quested the NASD to provide quarterly reports on 
OTC trading in Rule 19c-3 Common Stocks and 
stated that it would review carefully the NASD’s 
surveillance programs to determine whether addi- 
tional regulatory action would be necessary.'? 


In announcing its determination to adopt the Rule, 
the Commission indicated that it had developed a 
program to monitor the operation and effects of 
the Rule on an ongoing basis. That program would 
focus on (i) the quality of markets in Rule 19c-3 
Common Stocks, (ii) the quality of execution pro- 
vided customers in those securities, and (iii) more 
general questions regarding the structure of the 
markets in those securities.14 The Commission 
further announced that the results of the Commis- 
sion’s monitoring program would be reported pub- 
licly on a periodic basis.'5 





~ 
12Adoption Release, supra note 3, at 12-13, 45 
FR at 41127. The Commission recognized, how- 
ever, that the experiment would not be expected to 
yield empirical data sufficient to support definitive 
conclusions regarding the removal of remaining 
off-board trading restrictions. /d. 


13/d. at 35-36, 45 FR at 41131. 
14/d. at 49, 45 FR at 41133. 


Sid. at 49, 45 FR at 41133-4. The Commission 
also indicated that, following the issuance of the 
first monitoring report, it expected to hold a public 
meeting at which interested persons could com- 
ment on that report and generally on the Rule and 
the market environment for securities subject to 
the Rule. However, in view of the limited amount 
of trading in most Rule 19c-3 Common Stocks to 
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This report sets forth the findings to date of the 
Commission’s program to monitor the operation 
and effects of the Rule. In summary, the adoption 
of the Rule does not appear to have had an ad- 
verse effect on market quality. In addition, it ap- 
pears that the primary markets have not had sig- 
nificant difficulty in competing with OTC market 
makers for order flow. However, since the adop- 
tion of the Rule, there has not been substantial 
OTC trading in most Rule 19c-3 Common Stocks. 
Accordingly, it is not possible at this time to reach 
any conclusions regarding the effects on the mar- 
kets of an active OTC market in Rule 19c-3 Com- 
mon Stocks. 


In addition, two other factors noted by the Com- 
mission in adopting the Rule are perhaps even 
more significant in qualifying any conclusions 
which might be derived from trading to date in 
Rule 19c-3 Common Stocks. First, the Commis- 
sion indicated that the NASD’s implementation of 
proposed enhancements to its NASDAQ system, 
which would permit market participants to route or- 
ders to OTC market makers in Rule 19c-3 Com- 
mon Stocks and receive automatic executions for 
those orders, would play an important role in the 
experiment.'® Second, the Commission indicated 
that, in order to achieve the maximum degree of 
order interaction between the various types of 
markets, it would be necessary to link OTC trading 
with exchange trading either through the 
Intermarket Trading System (‘ITS’) or some other 
form of linkage.” In short, the Commission be- 





date, the Commission does not believe that a pub- 
lic hearing would be appropriate at this time. Nev- 
ertheless, the Commission solicits written 
comment with respect to the contents of this mon- 
itoring report. 


16 Adoption Release, supra note 3, at 14-15, 45 
FR at 41127. For a discussion of recent develop- 
ments with respect to these enhancements, see 
text accompanying notes 69-73, infra. 


'7ld. at 13-14, 45 FR at 41227. Specifically, the 
Commission indicated that the Rule “should ena- 
ble the Commission to observe the effectiveness 
of ... the [ITS] and the Cincinnati Stock Ex- 
change’s (“CSE”) automated National Securities 
Trading System (‘‘NSTS’’), in addressing the 
needs of an environment characterized by concur- 
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lieves that it will not be possible to draw any signif- 
icant conclusions from Rule 19c-3 trading until 
greater experience is obtained with respect to the 
enhanced NASDAQ System and that System is 
linked to the ITS.'® 


This report begins with an overview of trading in 
Rule 19c-3 Common Stocks, including a dis- 
cussion of trends in the number of such securities, 
volume of trading, market maker participation, 
continuous market making and characteristics of 
order flow. This is followed by a preliminary as- 
sessment of the impact of the Rule on market 
quality. Next, there is a discussion of execution 
quality followed by a review of NASD surveillance 
with respect to trade reporting and overreaching. 
Recent developments which may have an impact 
on trading in Rule 19c-3 Common Stocks are then 
examined. The report concludes with a description 
of findings and a presentation of preliminary con- 
clusions. 


Il. OVERVIEW OF TRADING IN RULE 19c-3 
COMMON STOCKS 


Trading in Rule 19c-3 Common Stocks com- 
menced on July 18, 1980, the effective date of the 





FOOTNOTE—Continued 


rent exchange and [OTC] trading ... ” The ITS is 
an intermarket order routing system operated 
jointly by certain national securities exchanges 
and authorized by the Commission, on a provi- 
sional basis, as a national market system facility 
pursuant to Section 11A(a)(3)(B) of the Act. The 
NSTS is a fully automated electronic trading sys- 
tem which allows members, without the necessity 
of maintaining a presence on the floor of the CSE 
or any other exchange, to participate in the system 
by entering into computer terminals bids and of- 
fers for securities for their own account and as 
agent for customers’ accounts. 


18For a discussion of recent developments with re- 
spect to linkages, including the Commission’s or- 
der mandating an automated interface (‘“Auto- 
mated Interface’) between the ITS and the 
enhanced NASDAQ System, see text accompa- 
nying notes 74-75, infra. 
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Rule. At that time, 87 common stocks were subject 
to the Rule.'® This section examines broad devel- 
opments in Rule 19c-3 trading, focusing on the 
number of Rule 19c-3 Common Stocks, the extent 
of OTC trading in such securities, market maker 
participation,?° continuous market making and the 
characteristics of order flow. 


Number of Securities and Extent of Trading 


As set forth in Table 1, as of May 1981, there were 
167 Rule 19c-3 Common Stocks.2! Of these, 73 
(43.7%) were listed on the NYSE, while 92 
(55.1%) were American Stock Exchange 
(“AMEX”) listed issues and two (1.2%) were listed 
on the Pacific Stock Exchange (“PSE”). 





19The 87 common stocks which became ex- 
change-traded after April 26, 1979 but before July 
18, 1980 are referred to as Group | Securities. 
Group | Securities had been subject to off-board 
trading restrictions prior to the effective date of the 
Rule, and, as a result, had already experienced a 
loss of OTC market making by exchange member 
firms. In contrast, Group || Securities (which be- 
came exchange-traded after the effective date of 
the Rule) had not been subject to any such ef- 
fects. Accordingly, the Commission, in certain 
cases, examined these two groups separately be- 
cause of the possibility that exchange member 
firms would be less inclined to renew market mak- 
ing in Group | Securities than to continue market 
making in Group II Securities. 


20For purposes of this report, exchange specialists 
and registered competing market makers are not 
included in references made to market makers. In 
addition, OTC market makers are divided into two 
categories, those OTC market makers who are 
members of exchanges (“Exchange Member Mar- 
ket Makers”) and those OTC market makers who 
are not members of exchanges (“Third Market 
Makers’”’). 


21Those Rule 19c-3 Common Stocks which were 
listed but subsequently delisted during this period 
are excluded from Table 1. 


SEC DOCKET/653 





TABLE 1 
NUMBER OF RULE 19c-3 COMMON STOCKS 


Month 
July 
August 
September 
October 
November 
December 


January 
February 
March 
April 
May 
* Includes common stocks listed on the PSE. 


Source: NASD Reports 


Directorate of Economic and Policy Analysis 


Securities and Exchange Commission 


Thus far, on an aggregate basis, the extent of 
OTC trading in Rule 19c-3 Common Stocks has 
been very limited. Nevertheless, there are a num- 
ber of Rule 19c-3 Common Stocks which have a 
significant level of trading in the OTC market. Ta- 
ble 2 sets forth, on a monthly basis, OTC volume 
in Rule 19c—3 Common Stocks as a percent of to- 


tal share volume in all markets (composite share 
volume) for the seven-month period through May 
1981. The percent of composite share volume ex- 


NYSE Total * 
44 92 
46 99 
49 104 
52 113 
56 119 
61 132 


64 140 
67 148 
68 152 
68 158 
73 167 


ecuted in the OTC market during this period 
ranged between 3.5% (in April 1981) and 7.0% (in 
January 1981). During May 1981, OTC share 
volume in Rule 19c-3 Common Stocks accounted 
for 4.8% of composite volume. For this same 
seven-month period, Appendix Table A-1 shows 
the distribution of Rule 19c-3 Common Stocks by 
percent of composite volume executed in the OTC 
market. 


TABLE 2 


SHARE VOLUME IN RULE 19c-3 COMMON STOCKS* 


Composite 
Volume 
45,520,200 
56,847,900 


42,410,400 
38,532,200 

March 49,476,200 

April 54,853,400 

May 46,772,500 
*Preliminary data. Data for the months of July- 
September 1980 was not available from the 
NASD. 


Year/Month 
1980 November 
December 


1981 January 


February 


Source: NASD Reports 


Directorate of Economic and Policy Analysis 


Securities and Exchange Commission 
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Volume 
2,309,800 
2,581,900 4.5 


2,958,800 7.0 
1,784,600 4.6 
2,413,700 4.9 
1,942,100 3.5 
2,267,000 


Percent of 
Composite Volume 
Executed OTC 
5.1% 


OTC 


4.8% 
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Of the 167 Rule 19c-3 Common Stocks in May 
1981, only 83 were actually traded OTC. For the 
remaining issues, all volume was executed on an 
exchange.?* As indicated, however, there are a 
number of Rule 19c-3 Common Stocks that have 
a significant percentage of composite share 
volume executed OTC. For example, in May 1981, 
there were 15 issues with at least 10% of compos- 
ite share volume executed OTC. Of these, 13 were 
relatively active securities as measured in terms of 
share volume (i.e., monthly composite volume in 
May 1981 of more than 25,000 shares). 


Market Maker Participation 


The number of OTC market makers in Rule 19c-3 
Common Stocks is presented in Appendix Table 
A-2.23 The number of OTC market makers has in- 
creased by 14.8%, from 27 in July 1980 to 31 in 
May 1981. However, during this period the number 
of Exchange Member Market Makers?4 decreased 
from 19 in July 1980 to 18 in May 1981. A majority 
of this group primarily consists of Regional Firms 
which are members of the NYSE and AMEX. In 
May 1981, only one firm classified as National Full 
Line was making markets in Rule 19c-3 Common 





22 However, trading on regional exchanges in Rule 
19c-3 Common Stocks is very limited. For exam- 
ple, as of May 1981 only seven 19c-3 Common 
Stocks were traded through the ITS. 


23The classifications of broker-dealers used in Ta- 
ble A-2 were developed for use in the ‘Staff 
Report on the Securities Industry in 1979,” Direc- 
torate of Economic and Policy Analysis, U.S. Se- 
curities and Exchange Commission (September 
1980). The Staff Report classifications were based 
on firm size, type of business, and branch office 
locations. NYSE and AMEX firms doing a public 
business were classified as follows: (1) National 
Full Line; (2) Large Investment Banking Houses; 
(3) Institutional Brokerage Houses; (4) Traders 
and Market Makers; (5) Commission Introducing; 
(6) New York Based; (7) Regional Firms; and (8) 
Other. 


24An Exchange Member Market Maker which is a 
member of the NYSE may also be referred to as 
an “NYSE Member Market Maker:” similarly, ref- 
erence may be made to an “AMEX Member Mar- 
ket Maker’ or a “Regional Member Market Mak- 
er.” 
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Stocks. The number of Third Market Makers in- 
creased from eight in July 1980 to 13 in May 1981. 


The number of Rule 19c-3 Cormmon Stocks with 
OTC market makers appears in Appendix Table 
A-3. At the end of July 1980, 31 of the 92 Rule 
19c-3 Common Stocks (33.7%) had OTC market 
makers. With the increase in the number of Rule 
19c-3 Common Stocks to 167 in May 1981, the 
number of such securities with market makers in- 
creased to 54 (32.3%). 


Although Table A-3 presents the number of Rule 
19c-3 Common Stocks with OTC market makers, 
the table does not distinguish between Exchange 
Member Market Makers and Third Market Makers. 
Table 3 sets forth a distribution of Rule 19c-3 
Common Stocks by the number of Exchange 
Member and Third Market Makers for the months 
July 1980 and May 1981.25 As indicated in Table 
3, as of July 1980 there were 92 Rule 19c-3 Com- 
mon Stocks. Of these, 61 did not have any OTC 
Market Makers. Of the remaining 31 Rule 19c-3 
Common Stocks, 11 had at least one Exchange 
Member Market Maker and at least one Third 
Maket Maker, 12 did not have any Third Market 
Makers but had at least one Exchange Member 
Market-Maker and eight did not have any Ex- 
change Member Market Makers but had at least 
one Third Market Maker. 


As indicated in Table 3, as of May 1981 113 of the 
167 Rule 19c-3 Common Stocks did not have 
either Exchange Members or Third Market Mak- 
ers. Of the remaining 54 Rule 19c-3 Common 
Stocks, 23 had at least one Exchange Member 
Market Maker and at least one Third Market Mak- 
er, 18 had only Exchange Member Market Makers, 
and 13 had only Third Market Makers.26 





25 Appendix Table A-4 presents similar data for 
the period July 1980 through May 1981. 


26In order to determine whether the relatively low 
level of market maker participation in Rule 19c-3 
Common Stocks was attributable to the level of 
trading in Rule 19c-3 Common Stocks, it ap- 
peared appropriate to compare the trading charac- 
teristics of a typical Rule 19c-3 Common Stock 
with those of a typical common stock reported in 
the consolidated system. Thus, the median num- 
ber of trades and number of shares traded for 
these two groups of securities were obtained for 
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TABLE 3 


DISTRIBUTION OF RULE 19c-3 COMMON STOCKS 
BY NUMBER OF MARKET MAKERS 


July 1980 


Number of Exchange 
Member Market Makers 
Zero 61 
One 10 
Two 0 
Three 0 
Four+ < 
Totals 73 


Zero 


One 


Totals 
69 
15 

6 
0 
2 
92 


May 1981 


Number of Exchange 
Member Market Makers 
Zero 130 
One 13 
Two 4 
Three 0 
Four + 1 
Totals 131 


Zero 


Source NASD Reports 


One 


12 
8 
4 
0 
2 

26 


Directorate of Economic and Policy Analysis 


Securities and Exchange Commission 





FOOTNOTE—Continued 


two sample weeks ending January 30, and April 
10, 1981. The median is one measure of central 
tendency and is particularly useful for identifying 
the trading characteristics of a “typical” security. 
For the week ending January 10, 1981, the medi- 
an number of trades for Rule 19c-3 Common 
Stocks was 60, while the median number of trades 
for all common stocks was 49. Similarly, the medi- 
an number of shares traded for Rule 19c-3 Com- 
mon Stocks was 33,000 shares, and for all com- 
mon stocks, 25,000 shares. Moreover, for the 
week ending April 10, 1981, the median number of 
trades for Rule 19c-3 Common Stocks was 75 
and the median number of shares traded was 
40,400 while the comparable data for all common 
stocks is 67 trades and 40,200 shares. In general, 
it appears that the trading characteristics meas- 
ured in terms of share volume of a typical Rule 
19c-3 Common Stock are similar to those of other 
common stocks reported in the consolidated sys- 
tem. 
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Totals 
126 
26 
10 
0 
5 
167 


There are a number of factors which the Commis- 
sion understands have contributed to the low level 
of market maker practicipation with respect to 
Rule 19c-3 Common Stocks. The absence of an 
Automated Interface was the main reason most 
firms cited for either terminating market making in 
Rule 19c-3 Common Stocks or for not becoming a 
market maker in the first instance.2” First, a num- 
ber of firms noted that it was not possible to attract 
order flow even when disseminating quotations su- 
perior to those of the primary exchange. Firms be- 
lieved that the Automated Interface had the poten- 
tial to alleviate this problem, particularly in light of 





27In connection with the preparation of this moni- 
toring report, the Commission staff interviewed a 
sample of issuers, primary and regional exchange 
specialists, exchange member firms and non- 
exchange member firms. These contacts involved 
a cross section of persons with an interest in the 
Rule 19c-3 experiment. 
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the “trade-through’’® rule which has recently been 
adopted by each of the ITS participants.29 Second, 
firms noted that the absence of an Automated In- 
terface deprived them of the ability to efficiently 
route imbalances to the primary exchanges. 


Firms also mentioned a number of other reasons 
which decreased their interest in engaging in mar- 
ket making in Rule 19c-3 Common Stocks. Firms 
that have engaged in market making in Rule 
19c-3 Common Stocks tend to view their partici- 
pation as an “experiment” in a new trading envi- 
ronment rather than a venture that would establish 
a profit center, at least in the short term. It appears 
that many firms limited the scope of their participa- 
tion because of the difficulty in justifying the addi- 
tional personnel costs attendant to such market 
making. In addition, a number of firms expressed 
the view that their internal procedures had not 
been sufficiently automated to insure that they did 
not inadvertently engage in instances of over- 
reaching in dealing with customers.*° Finally, a 
number of firms considered the various forms and 
inspections required by the self-regulatory organi- 
zations, in part pursuant to the directions con- 
tained in the Commission's release adopting the 
Rule, to be burdensome and duplicative.*' 





28The term ‘“‘trade-through” generally refers to the 
execution of an order in one market at a price infe- 
rior to that being displayed by another market. 


29 See Securities Exchange Act Release No. 
17704 (April 9, 1981), 46 FR 22520. The NASD, cf 
course, would be expected to adopt a correspond- 
ing trade-through rule. 


30For a discussion of the NASD’s surveillance with 
respect to possible instances of overreaching, see 
text accompanying notes 62-67, infra. 


31On the other hand, there may be some recent in- 
dication of renewed interest in participation in the 
Rule 19c-3 experiment. For example, two addi- 
tional National Full Line Firms recently have com- 
menced making markets in a number of Rule 
19c-3 Common Stocks and another has indicated 
that it seriously is considering doing so in the near 
future. In addition, a number of firms that either 
have terminated making markets in Rule 19c-3 
Common Siocks or that have never made markets 
in Rule 19c-3 Common Stocks have indicated to 
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Continuous Market Making 


Certain commentators on the Rule expressed con- 
cern about the willingness of OTC market makers 
to continue to make two-sided markets in Rule 
19c-3 Common Stocks during periods of market 
stress. These commentators suggested that, as a 
result, OTC market makers would jump into and 
out of the market for Rule 19c-3 Common Stocks 
depending upon whether market conditions for 
such securities were favorable. 


In order to determine the extent to which this as- 
sertion is true, a complete list of the dates on 
which OTC market makers commenced and termi- 
nated market making activity in Rule 19c-3 Com- 
mon Stocks was examined. The results of this ex- 
amination indicated that, while there have been 
numerous occasions in which OTC market makers 
have commenced trading Rule 19c-3 Common 
Stocks and subsequently terminated such market 
making, there have been relatively few instances 
in which an OTC market maker has dropped out of 
a Rule 19c-3 Common Stock and then returned at 
a later date.32 


Another question raised with respect to OTC mar- 
ket making is whether the OTC market, taken as a 





the Commission staff that they intend to partici- 
pate once the Automated Interface becomes 
operational. For various reasons, each of these 
firms believes that the prospect of the implemen- 
tation of the Automated Interface lends credence 
to the Rule 19c-3 experiment and to the necessity 
for experimenting with trading in a more auto- 
mated environment. 


32In fact, only 11 OTC market makers (5 Third 
Market and 6 Exchange Member Market Makers) 
ceased market making activity in a Rule 19c-3 
Common Stock and then returned at a later date. 
In addition, only 14 Rule 19c-3 Common Stocks 
had an OTC market maker cease market making 
activity and subsequently return at a later date. 
Furthermore, a number of days on which there ap- 
peared to be market stress were examined to as- 
certain whether on those days market makers 
dropped out of the market only to return at a later 
date. That examination indicated that there was no 
correlation between days of market stress and 
such action by market makers. 
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whole, provides a market making capability on a 
continuous basis for Rule 19c-3 Common 
Stocks.*3 Thus, although a particular market mak- 
er in a Rule 19c-3 Common Stock may not have 
been making a market in the stock during the en- 
tire period examined, individual securities may 
have continuous OTC coverage, albeit by different 
market makers. The extent to which this occurs 
can be observed by comparing Appendix Tables 
A-5 and A-6. For example, in July 1980, 27 
Group | Securities had market makers of which 17 
had a continuous market maker; however, 24 had 
a continuous market. Thus, seven which did not 
have a continuous market maker nevertheless had 
a continuous market. 


Furthermore, Table A-6 shows that of the 27 
Group | Securities that had market makers in July, 
24 had continuous OTC market coverage while 
only 14 of the 24 Group II Securities that had a 
market maker in the initial month of listing had 
continuous OTC coverage. 


Characteristics of Order Flow 


The characteristics of order flow for a constant 
sample of 10 Exchange Member Market Makers in 
Rule 19c-3 Common Stocks are set forth in Table 
4.34 Table 4 shows the manner in which order flow 
was handled by Exchange Member Market Makers 
in Rule 19c-3 Common Stocks and indicates that 


33Appendix A-5 provides a distribution of Rule 
19c-3 Common Stocks by number of continuous 
market makers, i.e., firms that were making a mar- 
ket in a Rule 19c-3 Common Stock during the en- 
tire period that the common stock was exchange- 
traded. For each month during the period July 
1980 through May 1981, the table sets forth the 
number of newly listed Rule 19c-3 Common 
Stocks, the number of Rule 19c-3 Common 
Stocks that had at least one market maker during 
that month, and a distribution of those securities 
by the number of continuous market makers. 


34Table 4 presents data for the period September 
1980 to February 1981. For each market maker 
sampled, transactions in Rule 19c-3 Common 
Stocks in which the firm was not a market maker 
are excluded from Table 4. In addition, the data in 
Table 4 is for the first five business days of each 
month only. 
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58% of customers’ agency order flow was trans- 
acted “in-house” (while 39% was routed to an ex- 
change and 3% was routed to other OTC market 
makers).35 The quality of executions with respect 
to customers’ orders executed “in-house” on a 
principal basis by market makers is discussed in 
Section IV of this report while the adequacy of 
NASD surveillance of overreaching with respect to 
such transactions is examined in Section V. 


As noted above, approximately 39% of customers’ 
agency order flow was routed to an exchange. In 
order to test the characteristics of that order flow, 
the Commission staff obtained information from 
the Exchange Member Firms for the first week in 
February 1981. That information indicated that ap- 
proximately one half of the agency order flow sent 
to an exchange floor for execution represented 
block trades of 5,000 shares or more. Those block 
orders were primarily concentrated in one Large 
Investment Banking House. 


In addition, the table indicates that a substantial 
amount of order flow was executed either on an 
exchange or with other broker-dealers as principal 
(columns 1 and 3). It appears that his order flow 
was in two categories. First, Exchange Member 
Market Makers may often bring their own principal 
orders in Rule 19c-3 Common Stocks to the ex- 
change floor. Second, while there are differences 
of opinion between OTC market makers and pri- 
mary exchange specialists regarding the extent to 
which OTC market makers are willing to establish 
significant positions in securities subject to the 
Rule, most Exchange Member Market Makers ac- 
knowledge that they sometimes wou!d send princi- 
pal orders to the exchange floor to avoid trade- 
throughs and to ‘‘lay off’ positions (which of 
course may have resulted from executing custom- 
ers’ agency orders in-house) in order to reduce 
their market making risks. 


35 Specifically, this can be derived by dividing the 
percentage of share volume executed in-house as 
principal (column 5) and in agency cross transac- 
tions (twice column 6) by the total percentage of 
share volume executed as agency transactions 
(columns 2, 4, 5 and twice column 6). The per- 
centage of trades attributable to in-house agency 
cross transactions in Table 4 is doubled since, by 
definition, there is a customer on both sides of an 
agency cross. 
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In addition, through interviews the Commission 
staff attempted to determine the source of Ex- 
change Member Market Makers’ order flow. Ex- 
change Member Market Makers acknowledged 
that most of their order flow came from their own 
retail customer base. Most retail firms who are not 
market makers in Rule 19c-3 Common Stocks 
continue to route their retail orders in those securi- 
ties to the primary market. These firms explained 
that the potential benefit of occasionally obtaining 
a better execution in the OTC market was more 
than outweighed by the significant additional cost 
of individually routing each order. Most firms, how- 
ever, have a “special handling desk’ to handle 
large orders on an individual basis. Certain retail 
firms indicated that their special handling desks 
would check OTC market quotations in connection 
with their efforts to “work” a larger order. Howev- 
er, most maket makers indicated that they had not 
received significant requests for quotations from 
firms seeking to handle larger orders. 


The relatively few orders received by Rule 19c-3 
market makers from retail firms appeared to fit into 
four categories. First, a number of market makers 
received orders from firms with which they had es- 
tablished correspondent relationships. Second, a 
number of market makers had established close 
working relationships with retail firms, frequently 
located in the same general geographic area, 
when the securities were traded exclusively OTC. 
A number of those relationships appear to have 
continued after listing. Third, some market makers 
indicated that they periodically received calls from 
smaller retail firms that did not have access to au- 
tomatic routing systems and that handled orders 
individually. Many of those smaller firms are not 
exchange members and the market makers indi- 
cated that such firms might prefer to execute in the 
OTC market to avoid floor brokerage fees. Finally, 
firms making markets in Rule 19c-3 Common 
Stocks in the NASD'’s pilot relating to its enhanced 
NASDAQ System have received a small number of 
orders through that System. 


As indicated, specialists have not frequently at- 
tempted to execute orders against OTC quota- 
tions. Most specialists indicated that they did not 
have easy access to OTC market quotation infor- 
mation,*® and, therefore, had little information on 





36 Most NYSE specialists do not have access to 
OTC market quotation information on the NYSE 
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which to base a decision on whether or not to 
route an order to the OTC market. While in most 
cases specialists stated that, when they were 
aware of a superior quotation in the OTC market, 
they matched that quotation, they indicated that in 
a number of instances they attempted to execute 
against that quotation. Since specialists currently 
do not have direct connections from the post to 
OTC market makers, the procedure currently used 
is either to call their office off the floor and then 
have that office call the OTC market maker (which 
then requires a return phone call from the off-floor 
office to the post to confirm whether an execution 
has taken place) or to locate the floor broker rep- 
resenting the OTC market maker and have that 
person call the OTC market maker (which requires 
the floor broker to return again to the post to con- 
firm whether there has been an execution). 


Ill. IMPACT OF RULE 19c-3 ON MARKET 
QUALITY 


Methodology 


In adopting Rule 19c-3, the Commission noted 
that the increased opportunity for competition be- 
tween OTC market makers and exchange special- 
ists might result in improved market quality (more 
specifically, in the narrowing of bid-ask spreads, 
reduction in stock price volatility and increased 
quotation size.)*” Measuring the impact of Rule 
19c-3 on bid-ask spreads, however, is complicat- 
ed by other factors which contribute to the deter- 
mination of a security’s bid-ask spread. Thus, this 
section reports the results of the application of a 
particular statistical technique designed specifical- 
ly to control for the influences of other variables 





floor. Historically, AMEX specialists also have had 
limited access to OTC market quotation informa- 
tion. Recently, however, display devices at ap- 
proximately haif the AMEX specialists’ posts have 
been upgraded to provide, among other things, 
OTC market quotation information. 


37 Because OTC trading activity in Rule 19c-3 
Common Stocks is limited, the analysis of the im- 
pact of the Rule on market quality focuses on the 
spread analysis. However, a preliminary analysis 
of the impact of the Rule on price volatility and 
quotation size was conducted and no significant 
Statistical impact was found. 
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which have been shown to affect, or which might 
otherwise be expected to affect, a security's bid- 
ask spread. A detailed explanation of the method- 
ology used and the technical results is provided in 
Appendix B of this report. 


In order to determine whether or not the Rule has 
affected the bid-ask spread of Rule 19c-3 Com- 
mon Stocks in the primary market,?® three 
samples of common stocks were selected. The 
first sample (“Sample |’) is made up of Group | 
Securities (that is, Rule 19c-3 Common Stocks 
which became exchange-traded prior to July 18, 
1980). The second sample (‘Sample II’) is made 
up of Group Il Securities (Rule 19c-3 Common 
Stocks which became exchange-traded after July 
18, 1980).3° The third sample (‘“‘Control Sample’’) 
is comprised of common stocks which became 
exchange-traded between January 1, 1977 and 
April 1, 1979.4° Since the Rule might also have an 
impact on OTC bid-ask spreads in Rule 19c-3 
Common Stocks, a similar statistical analysis was 
conducted with respect to OTC spreads.*'! Each 
test was then conducted on data for one week in 
January 1981 and one week in April 1981. 


Empirical Results 


The results of the comparison of the relative 
spreads of Rule 19c-3 Common Stocks with the 





38 The statistical analysis was confined, for ex- 
changes, to effects on the NYSE and AMEX mar- 
kets in light of the very limited trading on the re- 
gional exchanges in Rule 19c-3 Common Stocks. 


39See note 19, supra. 


40 Confining the selection of the Control Sample to 
securities which became exchange-traded during 
this period limits any influence on bid-ask spread 
which might be attributable to the length of time a 
security is exchange-traded. 


41 Specifically, out of a random sample of 
exchange-traded common stocks (which included 
both Rule 19c-3 Common Stocks and securities 
not subject to the Rule) that were also traded OTC+ 
two samples were created: first, a sample consist- 
ing of Rule 19c-3 Common Stocks and second, a 
sample consisting of securities not subject to the 
Rule. The relative OTC bid-ask spreads of those 
two samples were then compared. 
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relative spreads of the non-Rule 19c-3 Common 
Stocks indicate that adoption of Rule 19c-3 has 
not, in a statistical sense, affected the market 
quality (as measured by relative bid-ask spread) of 
the primary markets. This is true for both of the 
weeks tested. However, the results indicate that 
OTC spreads are narrower in Rule 19c-3 Com- 
mon Stocks than they are for other listed common 
stocks traded in the OTC market although the im- 
pact appears to be significantly less in the April 
week than in the January week. This finding might 
reflect the presence of larger, better capitalized 
firms as market makers in those securities. 


Participant Comments 


In general, participants in the Rule 19c-3 experi- 
ment (specialists and market makers) provide sup- 
port in their comments for the findings reported 
above. That is, they believe that the Rule has not 
had a significant effect on the quality of the pri- 
mary market in Rule 19c-3 Common Stocks. 


Most specialists, while concerned about the effect 
that a substantial withdrawal of order flow from the 
primary market would have on the quality of the 
market, agreed that current levels of trading had 
not had an adverse impact to date.** The special- 
ists did not believe, however, that OTC market 
makers were contributing to improving the quality 
of the markets. While they acknowledged that at 
times OTC market makers were providing superior 
quotations, they were of the view that such market 
makers were putting limited capital into Rule 
19c-3 market making and thus not contributing to 
the quality of the markets in any substantial man- 
ner. Specifically, they stated that as soon as these 
market makers acquired a significant position they 
would attempt to “go flat” by “laying off” their po- 
sitions on the exchanges.*? In addition, virtually all 
the specialists expressed the view that, once an 





42 Those specialists who did indicate some de- 
crease in the quality of markets, as reflected in a 
widening of bid-ask spreads, appeared to attribute 
this effect to overall decreased volume in their 
specialty securities. 


43 According to the specialists, OTC market inter- 
est often appeared on the floor shortly after one, 
or a series of, OTC trade(s) appeared on the con- 
solidated tape. 
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Automated Interface in operational, OTC market 
makers may no longer send to exchange markets 
a significant portion of the order flow causing the 
quality of the markets to decline. 


In general, OTC market makers agreed that to 
date their market making has not had a significant 
effect on the quality of the market, although they 
differed strongly with specialists on the reasons 
for this situation. Specifically, OTC market makers 
believe that they have consistently quoted com- 
petitive, and frequently better, markets than pri- 
mary exchange specialists, but that the primary 
exchange specialists routinely “trade through” 
their markets. in addition, while those market mak- 
ers acknowledged that, because of the limited or- 
der flow, they have not been able to maintain posi- 
tions in securities to the extent that they otherwise 
would, they do believe that they are taking signifi- 
cant positions and adding to the liquidity of the 
markets. Thus, OTC market makers believe that 
the quality of the market would improve signifi- 
cantly if their quotations were able to attract order 
flow, and are hopeful that this will occur once an 
Automated Interface becomes operational.*4 


IV. QUALITY OF EXECUTION IN RULE 19c-3 
COMMON STOCKS 


Analysis of the quality of execution in Rule 19c-3 
Common Stocks is of particular regulatory concern 
to the Commission. As the Commission has re- 
cently stated on several occasions, the adoption of 
Rule 19c—3 heightens concerns regarding the pos- 
sibility of market makers, either OTC or on an ex- 
change, executing transactions which constitute 
trade-throughs.*® The occurrence of significant 
numbers of trade-throughs may indicate that cus- 
tomers are not obtaining best execution of their or- 
ders. Furthermore, such an occurrence may indi- 
cate that concerns regarding decreasing market 


44The issuers of Rule 19c-3 Common Stocks 
contacted by the Commission's staff generally did 
not express strong views regarding the effect of 


the Rule on the quality of the markets in their se- 
curities. 


45 See, e.g., Securities Exchange Act Release 
Nos. 17516 (February 5, 1981) at 22-23, 46 FR at 
12383, and 17744 (April 21, 1981), at 21-23, 46 
FR at 23866. 
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efficiencies in the context of concurrent OTC and 
exchange trading are being realized. 


Accordingly, this monitoring report examines the 
quality of execution in Rule 19c-3 Common 
Stocks in two respects. First, this Section presents 
the results of an analysis of the quality of execu- 
tion in both OTC and exchange markets obtained 
in transactions involving Rule 19c-3 Common 
Stocks. The analysis focuses upon (1) a compari- 
son of the quality of execution obtained in Rule 
19c-3 Common Stocks as opposed to other com- 
mon stocks; (2) a comparison of the quality of exe- 
cution obtained in the primary market as opposed 
io that obtained OTC; and (3) the quality of OTC 
executions in Rule 19c-3 Common Stocks when a 
firm trades directly with a customer on a principal 
basis. Second, as indicated above, in the Adoption 
Release the Commission directed the NASD to 
conduct a rigorous effort io detect instances of 
over-reaching by NASD members. In Section V 
the Commission examines the results of the 
NASD’s effort and evaluates the quality of the 
NASD’s surveillance. 


Comparisons by Type of Security 
and Marketplace of Execution 


In order to attempt to evaluate the effect of the 
Rule on quality of execution, a number of compari- 
sons of trades in Rule 19c-3 Commmon Stocks 
with contemporaneous quotations were carried 
out. The results of these comparisons are summa- 
rized in Table 5. The data provided in Table 5 
should be interpreted with caution since the data 
are based on approximations of the actual market 
conditions.*® For each sample trade it was noted 
whether the reported price was inside, at, or out- 


46 The tabulations are based upon magnetic tape 
data including data on every trade and quotation in 
NYSE-traded and AMEX-traded common stocks 
for the week of January 26-30, 1981. Trade and 
quotation data for OTC activity in these exchange- 
traded common stocks was also included on t' 
tape. Appendices A-7 through A-10 display the 
results of the comparisons, which are summarized 
in Table 5. However, reconstruction cannot be ex- 
act, and therefore, for example, some trades will 
be incorrectly labelled trade-throughs, while some 
actual occurrences of trade-throughs will be 
missed. See note 53, infra. 
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TABLE 5 


SUMMARY OF TRADE AND QUOTATIONS COMPARISONS* 





(Sample Week Ending January 31, 1981) 


Inside 


NYSE/AMEX Quotations 





Rule 19c-3 Common Stocks 


Non Rule 19c-3 Common Stocks 


OTC Quotations 





Rule 19c-3 Common Stocks 


Non Rule 19c-3 Common Stocks 


OTC Trades 


Outside 


* Tabulations of trades occurring inside the quotations exclude situations 
where the spread was equal to one-eighth of a point; tabulations of trades 


outside the quotations include all situations, regardless of the size of 
the spread. 


Source: 


Directorate of Economic and Policy Analysis 


Securities and Exchange Commission 


side the contemporaneous primary market or OTC 
quotation.*” The total number of trades occurring 
in each of these categories was then tabulated. 


Four different tabulations were developed based 
on the following comparisons: “8 





47 In cases where a trade and a quotation were re- 
ported as occurring at exactly the same time, that 
quotation was considered not to be in force at the 
time of the trade. In these cases the trade was 
compared to the prior quotation submitted. 


48 Some securities have more than one OTC Mar- 
ket Maker and there is, therefore, more than one 
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(1) OTC trades were compared with pri- 
mary exchange quotations; 


(2) primary exchange trades were com- 
pared with primary exchange quota- 
tions; 





quotation. In these cases an aggregate OTC quo- 
tation was generated by selecting the best bid and 
the best ask available. The aggregate OTC quota- 
tion is therefore not necessarily generated by one 
individual market maker. Because of this, the best 
bid can on occasion equal or even exceed the best 
ask. Trades occurring during such “locked mar- 
ket” situations were excluded from tabulation. 
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(3) primary exchange trades were com- 
pared with OTC quotations; and 


(4) OTC trades were compared with 
OTC quotations. 


Those comparisons involving primary exchange 
trades or primary exchange quotations were re- 
stricted to NYSE and AMEX trades and quota- 
tions. 


Table 5 indicates that 53.4% of the sample OTC 
trades in Rule 19c-3 Common Stocks occurred in- 
side the exchange quotations while 4.7% occurred 
outside. In contrast, the results for common stocks 
not subject to the Rule show a relatively lower lev- 
el of execution quality based on such a compari- 
son of trades and quotations. A much smaller pro- 
portion (29.0%) of such trades occurred inside the 
quotations while a much larger proportion (20.2%) 
occurred outside. 


On the other hand, 37.6% of the sample exchange 
trades in Rule 19c—3 Common Stocks occurred in- 
side the primary exchange quotations and 4.1% 
occurred outside. Unlike the findings with respect 
to OTC trades and exchange quotations, there is 
very little difference between Rule 19c-3 Common 
Stocks and others with respect to the proportions 
of exchange trades inside and outside the ex- 
change quotations. For common stocks not sub- 
ject to the Rule, 38.9% of the sample trades 
occurred inside the quotations and 2.3% occurred 
outside. 


Concerning the comparisons involving OTC quota- 
tions, Table 5 indicates that 51.3% of the sample 





FOOTNOTE—Continued 


Quotations submitted before 10:00 A.M. were also 
excluded from consideration. This was done to 
screen out a number of observed situations where 
a market maker would submit an opening quota- 
tion in the stock and then fail to update the quota- 
tion all day. In contrast to the analysis of principal 
transactions with customers, this tabulation in- 
cludes all trades reported on the Consolidated 
Transaction Journal Tape. The data reported on 
this tape does not distinguish between agency and 
principal transactions, nor identify the purchaser 
or seller. 
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exchange trades in Rule 19c-3 Common Stocks 
occurred inside the OTC quotations while 17.7% 
of such trades occurred outside the OTC quota- 
tions. With respect to common stocks not subject 
to the Rule, a much larger proportion of exchange 
trades (76.0%) occurred inside the OTC quota- 
tions, while a relatively smaller proportion (9.7%) 
occurred outside. As noted,*? this finding might re- 
flect the presence of larger, better capitalized 
firms, making markets in Rule 19c-3 Common 
Stocks. 


When OTC trades were compared with OTC quo- 
tations, it was found that 60.9% of the OTC trades 
in Rule 19c-3 Common Stocks occurred inside the 
quotations and 6.6% occurred outside, while, for 
common stocks not subject to the Rule, 66.8% of 
OTC trades occurred inside the quotations and 
6.9% occurred outside. 


With respect to the relative frequency with which 
executions are occurring in the OTC and ex- 
change markets between the exchange quotation, 
a factor which has generally been considered a 
reasonable indication of execution quality, it ap- 
pears that OTC trades in Rule 19c-3 Common 
Stocks have been executed inside the exchange 
quotation with at least as much frequency as ex- 
change trades have been executed inside that 
quotation. In addition, as indicated, both OTC 
trades and exchange trades in Rule 19c-3 Com- 
mon Stocks are executed between OTC quota- 
tions to a greater extent than between exchange 
quotations. This would appear to be attributable, 
at least in part, to the significantly wider OTC 
spreads as compared with exchange spreads dur- 
ing the sample week. Thus, during the sample 
week the average OTC spread was .449 and the 
average exchange spread was .274. 


Moreover, a substantial percentage of exchange 
trades in Rule 19c-3 Common Stocks involve 
trade-throughs of OTC quotations, and a smaller, 
although also substantial percentage of OTC 
trades in Rule 19c-3 Common Stocks involve 
trade-throughs of exchange quotations.S° The 





49 See page 20, supra. 


5° It is perhaps not surprising that a greater per- 
centage of trade-throughs in Rule 19c-3 Common 
Stocks occurred on the exchange as compared to 


Volume 23, No. 8, September 8, 1981 





Commission believes that these results under- 
score the need for the ITS participants to proceed 
expeditiously to implement the Automated Inter- 
face in accordance with the timetable recently es- 
tablished by the Commission." 


Principal Transactions with Customers 


In order to further consider the occurrence of 
tradethroughs in the OTC market, a sample of 400 
OTC principal transactions in NYSE-traded Rule 
19c-3 Common Stocks was compared with con- 
temporaneous NYSE quotations.5? The sample 
consisted of trades reported by 16 market makers 
involving 19 different Rule 19c—-3 Common Stocks. 
The results of the comparison are summarized in 
Table 6. 


As evidenced in Table 6, 214 of the 400 principal 
transactions (53.5%) were reported at prices equal 





FOOTNOTE—Continued 


the OTC market since, as noted above (see note 
36, supra), during this period most exchange spe- 
cialists did not have access to OTC quotations on 
the exchange floor, whereas OTC market makers 
generally had access to exchange quotation infor- 
mation. In addition, exchange specialists did not 
have an efficient means of access to the OTC 
market as would be provided by the Automated In- 
terface. 


51 As indicated above (see page 21, supra), the 
implementation of the Automated Interface, to- 
gether with the adoption by the NASD of a trade- 
through rule applicable to the enhanced NASDAQ 
System comparable to that recently adopted by 
the ITS participants, should alleviate problems 
with respect to trade-throughs. Of course, the sig- 
nificance of such a trade-through rule will depend 
on the extent of useage of the enhanced NASDAQ 
System (see text accompanying notes 69-73, in- 
fra). 


52 As discussed below (see note 54, infra), trades 
reported in the OTC market are now reported on a 
basis comparable to trades reported on an ex- 
change. In the periods sampled it appears that 
NASD members were generally complying with the 
requirements of the NASD’s new trade reporting 
rule. 
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to either the contemporaneous NYSE bid or ask 
quotation; 133 (33.3%) were executed at prices 
between the NYSE bid and ask quotation; and 53 
executions (13.3%) occurred at prices either less 
than the NYSE bid or greater than the NYSE ask 
quotation. Upon further examination, it was found 
that 34 of the 53 principal transactions which 
occurred outside the NYSE quotation actually fa- 
vored the customer; that is, the execution price 
was either less than the NYSE bid quotation when 
the customer was buying or greater than the ask 
quotation when the customer was selling. In addi- 
tion, three of the remaining 19 principal executions 
which occurred outside the NYSE quotation were 
of greater size than that associated with the con- 
temporaneous quotations. Thus, the inferior price 
reported with respect to these transactions may 
appropriately reflect the increased risks entailed in 
positioning larger transactions.5 


V. NASD SURVEILLANCE 


As indicated, the Commission expressed concern 
in the Adoption Release that the removal of off- 
board trading restrictions would provide increased 
opportunities for overreaching by firms dealing as 
principal with their customers. Consequently, the 
Commission indicated that it expected the NASD 
to monitor rigorously off-board trading in Rule 
19c-3 Common Stocks. The Commission also in- 
dicated that it would carefully evaluate the NASD’s 
surveillance program and its conclusions to deter- 
mine whether the NASD’s program was adequate 
and whether additional regulatory action should be 
taken by the Commission. To this end the Com- 
mission requested the NASD to provide it with 
quarterly reports, beginning September 30, 1980, 
describing the results of the NASD’s surveillance 
of member firm compliance with the Act and NASD 
rules in connection with Rule 19c-—3 trading. 





53 An additional factor which may explain certain 
of these transactions relates to delays in transac- 
tion reporting. Specifically, since trades are 
permitted to be reported within 90 seconds after 
execution, a different quotation was displayed 
than that used for purposes of the comparison. 
With this in mind, it should be noted that two of 16 
principal transactions which appeared to have 
taken place at prices inferior to the NYSE quota- 
tion actually equalled the immediately preceding 
and immediately following NYSE trade price in the 
same stock. 
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NASD Surveillance Procedures 


The NASD, in consultation with the Commission 
staff, established procedures to monitor the quality 
of transaction reporting to the consolidated sys- 
tem54 and to detect instances of overreaching.55 
Two separate procedures were established by the 
NASD to monitor its transaction reporting rule. The 
first examines whether the prices reported to the 
consolidated system for OTC transactions (both in 





54 In the various hearings regarding off-board trad- 
ing restrictions commentators had suggested that 
the usefulness of transaction data as a surveil- 
lance or information tool would be drastically im- 
paired because OTC market makers would gener- 
ally fail to report transactions promptly. Similarly, 
commentators had suggested that trades reported 
in the OTC market could not be compared with 
traders reported on an exchange in order to moni- 
tor for possible overreaching or other regulatory 
concerns because, while trades effected on an ex- 
change were reported on a “gross” basis (i.e., ex- 
clusive of any commission which may be charged 
to the actual customer in connection with a trans- 
action), the reported price of trades effected OTC 
(other than so-called “riskless principal transac- 
tions’) included a retail mark-up or mark-down. 
Prior to the adoption of the Rule, the NASD filed 
amendments to its rules which would require the 
reporting of OTC transactions on a “gross” basis. 
The proposal contemplated that transactions 
would be reported at prices ‘reasonably related to 
the prevailing market.” Shortly after the adoption 
of the Rule, the Commission approved the NASD 
Proposal. See NASD By-Laws, Article XVIII, 
Schedule G, Section (2)(d)(3), Securities Ex- 
change Act Release No. 16950 (July 7, 1980), 45 
FR 47291. In the Adoption Release and in the 
Commission’s release approving the NASD’s new 
transaction reporting rule, the Commission indi- 
cated its expectation that the NASD new transac- 
tion reporting rule, the Commission indicated its 
expectation that the NASD would monitor the op- 
eration of the rule. 


55 In addition, the NYSE has established reporting 
procedures for members engaging in off-board 
trading of Rule 19c-3 Common Stocks. The Com- 
mission strongly urges the NASD and the NYSE to 
coordinate their reporting requirements to mini- 
mize the reporting burden on firms engaging in 
Rule 19c-3 trading. 
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Rule 19c-3 Common Stocks and other reported 
securities) are reasonably related to the prevailing 
market. Specifically, the NASD compares the re- 
ported prices of a daily sample of OTC transac- 
tions to the prevailing market as detrmined by the 
NASD from quotations displayed in the Consoli- 
dated Quotation System at the time of each trans- 
action, taking into account the size of the transac- 
tion (“prevailing market criteria’). The second 
procedure examines the timeliness and accuracy 
of the reporting of transactions in Rule 19c-3 
Common Stocks. Through the use of special ex- 
aminations, a sample of transactions in Rule 
19c-3 Common Stocks is collected from each firm 
reporting off-board transactions in Rule 19c-3 
Common Stocks during the sample period, and the 
time of execution of each trade5® is compared to 
the time the trade was reported to the consoli- 
dated system to determine whether the transaction 
was reported within 90 seconds of execution.5” 


To detect instances of overreaching, the NASD 
also uses special examinations. The examiners 
compute the mark-up or mark-down charged the 
customer in a principal transaction for each trans- 
action sampled by comparing the net price to the 
customer with the prevailing market in that securi- 
ty.58 The mark-up or mark-down is then compared 





56 The time of execution is derived from the execu- 
tion time-stamping of the order ticket for the trade, 
in accordance with NASD By-Laws, Article XVIII, 
Schedule G, Section 2(a)(5), which requires that 
all trade tickets for transactions in eligible securi- 
ties must be timestamped at the time of execution. 
While it is difficult to devise a practical means of 
monitoring the promptness of this timestamping, 
the Commission notes that the possibility of move- 
ments in the market between the time of execution 
and time-stamping give the broker-dealer a strong 
incentive to time-stamp orders promptly. If the 
market moves between the time the trade was ex- 
ecuted and the time it was recorded the trade may 
appear to have been effected at a price away from 
the market to an investor monitoring the transac- 
tion. 


57 See NASD By-Laws, Article XVIII, Schedule G, 
Sections 2(a)(1), (2). 


58 For purposes of the overreaching analysis, the 
prevailing market is deemed to constitute the best 
bid or best ask at the time of execution. See note 


SEC DOCKET/667 





to the commission charged by that firm in agency 
transactions with similar customers involving se- 
curities with similar trading characteristics. If the 
mark-up or mark-down exceeds the comparable 
agency commission, the transaction is regarded 
as involving potential overreaching of the custom- 
er. 


Finally, in the special examinations the NASD cal- 
culates what percent mark-ups and mark-downs 
are charged in connection with retail principal 
transactions. This aspect of the special examina- 
tions is structured to indicate instances in which 
no overreaching took place because the firm’s 
mark-up was not in excess of the agency commis- 
sion, but in which both the mark-up and agency 
commission were large. 


Commission Oversight 


Pursuant to its commitment to evaluate carefully 
the NASD’s surveillance program, the Commission 
staff visited NASD headquarters on three occa- 
sions, once shortly after the adoption of the Rule 
to determine whether the NASD had created its 
surveillance procedures in a manner consistent 
with Commission public statements and discus- 
sions with Commission staff, and twice to deter- 
mine, using the information contained in the 
NASD's quarterly reports to the Commission, 
whether the NASD had implemented those proce- 
dures in each of its quarterly examinations. During 
the first inspection the Commission staff con- 
cluded that, except as indicated above, the NASD 
had established appropriate surveillance proce- 
dures. (See footnote 58, supra.) During the sec- 
ond visit the Commission staff evaluated the im- 
plementation of the examination procedures for 


FOOTNOTE—Continued 


56, supra. However, during the review of the 
NASD surveillance program with respect to over- 
reaching, the Commission became aware that the 
NASD procedure for calculating the prevailing 
market in a security permitted examiners to disre- 
gard quotes from markets to which the firm being 
examined lacked access by way of exchange 
membership or through a correspondent relation- 
ship with a member firm. The Commission regards 
this practice as introducing an inappropriate ele- 
ment into the monitoring process, and believes 
that the practice should be discontinued. 
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the quarter of October 1 through December 31, 
1981, including checking a substantial number of 
the calculations, and during the third visit the staff 
examined the implementation of examination pro- 
cedures for the quarter of January 1, 1981 through 
March 31, 1981. These visits found that, overall, 
the procedures were implemented in a proper 
manner. 


Transaction Reporting 


The NASD has submitted to the Commission three 
quarterly reports detailing the results of its surveil- 
lance for the periods July 18, 1980-September 30, 
1980, October 1, 1980-December 31, 1980 and 
January 1, 1981-March 31, 1981. The NASD’s 
surveillance of transaction reporting found that 
89.5% of the trades sampled in the first quarter, 
86.7% in the second quarter and 89.1% in the 
third quarter? were reported at prices equal to or 
better than the prevailing market criteria as deter- 
mined by the NASD.®° Further examination by the 
NASD of trades reported at prices inferior to the 
NASD’s prevailing market criteria indicated that a 
majority of these trades involved transactions be- 
tween professionals, where the price reported to 
the tape was the actual price at which the trade 
was effected.’ The remaining trades may be at- 





5° The NASD sampled 6,035 OTC transactions for 
the first quarter examination, 7,946 for the second 
quarter examination, and 8,532 for the third quar- 
ter examination. 


60 Although trades reported at prices equal to or 
better than the prevailing market criteria could 
possibly involve situations where the NASD mem- 
ber had charged the customer a high mark-up but 
nevertheless reported the transaction at the pre- 
vailing market, this large mark-up would likely be 
reflected in a corresponding incidence of over- 
reaching. However, the NASD’s overreaching 
analysis indicates that, in general, overreaching 
has not been a significant problem. See text, in- 
fra. 


61 However, these trades may involve trade- 
throughs by OTC market makers of superior quo- 
tations in other markets, further indicating the 
need for the Automated Interface linking exchange 
and OTC markets, and the development of a 
trade-through rule to limit these instances in the 
Rule 19c-3 context. 
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tributed in part to inexperience with gross price re- 
porting. However, the Commission is concerned 
about the level of trades possibly reported at 
prices inferior to the prevailing market criteria and 
expects the NASD to analyze the reasons for 
these situations and to take steps to ensure the 
quality of this gross reporting. 


The NASD’s surveillance of the timeliness of re- 
porting found that although some timely reporting 
problems existed, there had been substantial im- 
provement in each quarterly period. In the first 
quarter, of 276 trades reviewed, 184 (66%) were 
correctly reported; 37 (13%) were not reported; in- 
correct size was reported for 17 trades (6%); and 
41 (15%) were reported more than 90 seconds 
from execution. In the second quarter, of 447 
trades reviewed, 341 (76%) were correctly re- 
ported; 33 (7%) were not reported; incorrect size 
was reported for 12 trades (3%); and 61 (14%) 
were reported more than 90 seconds from execu- 
tion. In the third quarter, of 551 trades reviewed, 
513 (93.1%) were correctly reported; 10 (1.8%) 
were not reported; incorrect size was reported for 
16 (2.9%); and 12 (2.2%) were executed more 
than 90 seconds from execution. 


The decline in the frequency of errors related to 
timely reporting may reflect the increasing famili- 
arity of firms with the new reporting procedures for 
OTC transactions. In this regard, the NASD’s 
discussions with firms indicated that in several in- 
stances the problems resulted from a misunder- 
standing of the reporting requirements. 


Overreaching and Mark-ups 


The NASD’s monitoring of overreaching found 
that, based on the first quarter's sample of retail 
principal transactions in Rule 19c-3 Common 
Stocks, customers in 50% of the transactions paid 
less in the principal transactions than they would 
have if the trades were transacted on an agency 
basis for the firm involved. In 35% of the sample, 
retail customers’ transacting on a principal basis 
were charged a net price equal to the inside quo- 
tation at the time of execution plus the comparable 
agency commission of the firm involved, while in 
30 trades, or 15% of the sample, retail customers 
transacting on a principal basis were charged a 
net price greater than the inside quotation at the 
time of execution plus the comparable agency 


Volume 23, No. 8, September 8, 1981 


commission of the firm involved.®2 In the second 
quarter, in 63% of the trades sampled customers 
paid less in the principal transactions than they 
would have if the trades were transacted on an 
agency basis. In 21% of the sample customers 
transacting on a principal basis were charged a 
net price equal to the inside quotation at the time 
of execution plus the comparable agency commis- 
sion of the firm involved, while in 62 trades, or 
16% of the sample, retail customers transacting on 
a principal basis appeared to have been charged a 
net price greater than the inside quotation at the 
time of execution plus the comparable agency 
commission of the firm involved. In the third quar- 
ter, in 49% of the sampled trades customers paid 
less in the principal transactions than they would 
have if the trades were transacted on an agency 
basis. In 46% of the sample customers transacting 
on a principal basis were charged a net price 
equal to the inside quotation at the time of execu- 
tion plus the comparable agency commission of 
the firrn involved, while in 16 trades, or 5% of the 
sample, retail customers transacting on a principal 
basis appeared to have been charged a net price 
greater than the inside quotation at the time of ex- 
ecution plus the comparable agency commission 
of the firm involved. 


Although the Commission regards the second 
quarter figure of 16% potential overreaching with 
concern, closer examination of the 62 instances of 
potential overreaching suggests that this figure 
may substantially overstate the extent of actual 
overreaching. The 62 instances were concentrated 
in seven of the 37 firms examined.®* Twelve of 
those transactions, involving many of the most ex- 
treme examples of potential overreaching, would 
appear reasonably discounted in light of the inac- 





62 These instances of potential overreaching were 
concentrated in three firms, all of which have since 
withdrawn from market making in Rule 19c-3 
Common Stocks. 


63 These seven firms included two firms with po- 
tential overreaching problems in the first quarter, 
which as indicated in footnote 62, have subse- 
quently withdrawn from market making in Rule 
19c-3 Common Stocks. In addition, of the five 
firms first evidencing potential overreaching prob- 
lems in the second quarter, two have subsequent- 
ly withdrawn from market making. 
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curacy of execution times recorded for the 
trades.®* In addition, 13 of the 50 remaining in- 
stances of possible overreaching involve transac- 
tions of larger size than the prevailing market at 
the time; thus, it may be that the risk entailed in 
executing this larger size transaction was reflected 
in a less favorable price to the customer.® 


In addition, and perhaps most significantly, the 
small size of the majority of the instances of po- 
tential overreaching should be noted. In 39 of the 
50 remaining instances of potential overreaching 
the amount of potential overreaching was less 
than ¥%, and in many instances it was a fraction of 
a cent per share. Furthermore, the Commission 
notes the significantly reduced amount of potential 
overreaching observed in the third quarter: only 16 
instances, or 5.0% of the retail principal transac- 
tions sampled during the quarter. Of these 16 
transactions, nine involved potential overreaching 
of less than Ye, and of these nine, seven involved 
potential overreaching of less than two cents per 
share.®© These instances of possible overreaching 
may not be significant, particularly in view of the 
margin of error inherent in the overreaching calcu- 
lation. 


64 These trades involved riskless principal transac- 
tions where a non-market maker firm, after 
receiving a customer order to buy, bought the 
stock as principal on an exchange through a corre- 
spondent firm, or after receiving a customer order 
to sell sold the stock as principal on an exchange 
through a correspondent firm. Since these trades 
are reported by the exchange, the NASD has 
amended its rules to no longer require this type of 
riskless transaction to be reported by the OTC 
broker-dealer. See Section (2)(d)(3) of Article 
XVII, Schedule G, of the NASD By-Laws. 


65 Certain of the instances of potential over- 
reaching may also be explained by changes in the 
prevailing market occurring between the time a 
trade was executed and the time it was reported to 
the tape, resulting in a larger mark-up or mark- 
down as calculated by the NASD than existed at 
the time of execution. 


66 Similarly, where the NASD’s surveillance indi- 
cated that the customer received a better price on 
a principal basis than on an agency basis, it is 
likely that in many instances the principal price 
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Finally, the NASD’s special examinations indi- 
cated that in very few instances were firm mark- 
ups and mark-downs in excess of the NASD’s 
mark-up policy. 


Corrective Action 


In its surveillance program the NASD identified 
firms with repeated problems in the areas of timely 
and accurate reporting and overreaching. The 
NASD discussed the cause of these problems and 
what corrective action was necessary with each of 
these firms. In view of the recent commencement 
of Rule 19c-3 trading and the adoption of the 
NASD’s new trade reporting rule, the NASD re- 
garded the first quarter examination and discus- 
sions as primarily educational in nature; however, 
the results of subsequent examinations were 
treated with greater seriousness in discussions 
with the problem firms, and various examinations 
were referred to the NASD’s District Business 
Conduct Committees (‘‘DBCC’’) for determinations 
as to whether further action was appropriate. 


It appears that the principal response of firms 
identified by the NASD as having reporting and 
potential overreaching problems has been to with- 
draw from market making in Rule 19c—-3 Common 
Stocks.£7 The NASD indicated withdrawal from 
market making would not prevent a DBCC from 
instituting disciplinary action against a firm; how- 
ever, as of the end of June 1981 disciplinary ac- 
tion of an informal nature had been taken in only 
three of seven instances where firms evidenced 
significant problems in the second quarter. The 
Commission recognizes the educational function 
of the initial NASD examination. However, the 
Commission believes that the NASD has an obli- 


was better than the agency price by ¥ or less. 
Price improvement or potential overreaching of 
less than Y% per share in a principal transaction 
may result from rounding by a firm of its compara- 
ble agency commission to the nearest ‘. 


67 Of the five firms identified as having trade re- 
porting problems in the second quarter, three have 
withdrawn from Rule 19c-3 market making. Simi- 
larly, four of the seven firms identified as having 
potential overreaching problems in the second 
quarter have subsequently withdrawn from Rule 
19c-3 market-making. 
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gation to respond to the reporting and over- 
reaching problems identified in subsequent 
quarterly examinations, even where the firm in 
question has withdrawn from Rule 19c-3 market 
making.®® Consequently, the Commission expects 
the NASD to take prompt and effective disciplinary 
action to address the problems identified in the 
second, third, and subsequent quarterly examina- 
tions. In addition, the Commission expects that 
firm disciplinary action will be taken where market 
making firms have shown a pattern of reporting or 
overreaching problems. 


After careful evaluation of the NASD surveillance 
effort and the results of these programs, the Com- 
mission believes that the NASD has conducted a 
serious, meaningful effort to monitor off-board 
trading in Rule 19c-3. Common Stocks. In addi- 
tion, the Commission believes that the NASD mar- 
ket surveillance staff is competent and well moti- 
vated. While the Commission is troubled by the 
level of reporting errors and instances of possible 
overreaching indicated by the second quarterly re- 
port, and would ‘have serious concern if this level 
was to be repeated in the future, it welcomes the 
improvement revealed by the third quarterly re- 
port. Furthermore, the Commission recognizes the 
existence of factors which may substantially ex- 
plain much of the potential overreaching indicated 
in the second quarterly report. In view of these 
factors and the limited period of Rule 19c-3 trad- 
ing reviewed in the quarterly reports, the Commis- 
sion is of the opinion that no additional regulatory 
action is necessary to deal with overreaching or 
trade reporting at this juncture. 


VI. RECENT DEVELOPMENTS WHICH MAY 
IMPACT TRADING IN RULE 19c-3 
COMMON STOCKS 


While, as indicated in Section II, trading in Rule 
19c-3 Common Stocks to date has been limited, 


68 Indeed, the Commission is aware of one in- 
stance where a firm which engaged in over- 
reaching in each of the first three quarters, and 
subsequently withdrew from market making in the 
third quarter, was considered for disciplinary ac- 
tion by the the relevant DBCC, but the matter was 
filed without action. The Commission is particular- 
ly concerned about the failure to take action in this 
instance. 
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certain recent developments may presage a more 
appropriate trading environment in which to evalu- 
ate Rule 19c-3 trading. These developments are 
discussed below. 


The NASD’s Computer Assisted 
Execution System 


On February 20, 1981, the NASD commenced op- 
eration of its enhanced NASDAQ System, known 
as the Computer Assisted Execution (““CAE’’) sys- 
tem, on a pilot basis. CAE enables retail order en- 
try firms to route buy and sell orders for automatic 
execution to CAE-authorized OTC market makers 
that are disseminating quotations through the sys- 
tem.®° Order routing firms can enter both market 
orders and limit orders and either can designate a 
particular market maker to which the order is to be 
sent, or can send an “undesignated” order which 
is routed to the market center with the best quota- 
tion, determined by price and time priorities.7° Or- 
ders can be entered either through an enhanced 


69 Currently, only Rule 19c-3 Common Stocks and 
other listed securities are traded in CAE. However, 
CAE has the capacity to be used for trading in 
OTC securities as well. 


70 With respect to designated market orders, if the 
size of the quotation of the market maker to which 
the order is sent is adequate to fill the order com- 
pletely, the order is executed immediately at the 
quotation price, execution reports are generated, 
and the trade is reported to the consolidated sys- 
tem. When the market maker's quotation size is in- 
sufficient, the system will display the order on the 
market maker’s terminal and the market maker will 
have 45 seconds to accept the order from the 
“pending order file’ or the system will remove the 
order from the file and transmit a reject message 
to the order entry frim. As to designated limit or- 
ders, if the market maker's size is sufficient to fill 
the order and the quotation price is equal to or bet- 
ter than the limit price, the order is executed im- 
mediately at the quotation price. If the size is not 
adequate to fill the order, or the limit price is better 
than the quotation price, the order is placed in the 
pending order file and the market maker has until 
4:30 p.m. to accept the order. With respect to 
undesignated market orders, if the aggregate size 
of the quotations of all market makers displaying 
the best quotation price is adequate to fill the or- 
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NASDAQ terminal or through a direct computer in- 
terface between a NASDAQ member's order 
routing system and CAE. 


The CAE pilot commenced operation in a limited 
number of stocks and with only a limited number 
of participants. As a result, trading volume has 
been relatively low. As of June 30, 1981 there 
were seven firms participating in CAE as order 
routing firms, 13 firms participating as market 
makers in round lot transactions and one firm 
participating as a market maker in odd lot transac- 
tions. While the number of transactions executed 
through the system has remained relatively low, 
there has been an increase in activity in recent 
weeks. For example, while the system averaged 
approximately 76 transactions and approximately 
21,503 shares per week for the first full nine 
weeks of operation (February 23 through April 24, 
1981), there was an average of approximately 191 
transactions and approximately 44,165 shares 
during the period of 11 weeks from April 27 
through July 10, 1981.7! 


FOOTNOTE—Continued 


der, the order is executed immediately. When the 
aggregate best quotation size is greater than the 
size of the order, the market makers participating 
in the execution are determined on the basis of 
time priority. If the aggregate size is insufficient, 
each market maker displaying the best quotation 
will have 45 seconds to accept the order in full; the 
first market maker to accept the entry excutes the 
entire order. If no market maker accepts the order 
within 45 seconds, the system will send a reject 
message to the order entry firm. Undesignated 
limit orders are executed in a manner similar to 
undesignated market orders except that each exe- 
cution need not be at the best price in the system 
as long as the execution price is equal to or better 
than the limit price. In addition, unexecuted orders 
are not removed after 45 seconds but remain for 
the entire day unless executed. 


™ Approximately 60% of the transactions through 
July 10, 1981 were designated orders, approxi- 
mately 30% of which were market orders and 70% 
of which were limit orders. Of the undesignated or- 
ders, more than 99% were market orders and less 
than 1% (6 transactions) were limit orders. These 
figures do not include market or limit orders which 
were entered into the system but which were not 
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CAE participants generally have been pleased 
with the executions generated by the system.72 
Order entry firms appear to be using a number of 
trading approaches in CAE. For example, two 
firms enter orders through a direct computer inter- 
face between their order routing systems and 
CAE. One of those firms enters undesignated mar- 
ket orders, while the other firm uses a direct com- 
puter interface that automatically routes order flow 
in the form of designated market orders to a mar- 
ket maker who has agreed to provide it with ‘“pri- 
mary market protection.” 7° 


The other order entry firms have not, to date, inter- 
faced their retail order routing systems with CAE. 
Instead, those firms have their traders use the en- 
hanced NASDAQ terminals to route orders manu- 
ally to CAE. Those firms have adopted various 
trading strategies to ensure that they receive exe- 
cutions not inferior to those they could have re- 
ceived in the primary market. Some firms send or- 
ders as designated market orders to market 
makers only after checking the quotations of other 
markets. In cases where an exchange market was 
displaying a quotation superior to any quotation 
displayed in CAE, those firms indicated they would 
send their orders to that exchange market. Yet 
other participants send all their orders as desig- 
nated limit orders with a price reflecting the cur- 
rent quotation in the primary market. Firms 


executed. A significant portion of this increased 
activity is the result of recent CAE participation of 
a National Full Line firm. 


72 While there appear to have been some initial 
mechanical difficulties with the system, those 
problems were discribed as “short-term.” In addi- 
tion, the participants stated that those problems 
have been, or are in the process of being, cor- 
rected. 


73 Pursuant to those arrangements, the market or- 
der will be executed at the market maker's current 
quotation. However, if after execution the order 
entry firm discovers that the execution was at a 
price inferior to the quotation in the primary market 
at the time of execution, the firm will notify the 
market maker, who then will “correct” the execu- 
tion to reflect the better price. The new trade will 
be reported as a corrected transaction to the con- 
solidated system. 
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adopting this latter approach indicated that such 
limit orders almost always are executed. 


CAE market makers also appear to have adopted 
different trading approaches. At least one firm has 
established a primary market protection arrange- 
ment with an order routing firm and deals almost 
exclusively with that firm on the basis of desig- 
nated orders. Other market makers do not offer 
primary market protection and rely solely on the 
quality of their quotations to attract undesignated 
orders. 


While CAE potentially offers order routing and ex- 
ecution efficiencies to brokerage firms, and addi- 
tional competitive opportunities for market makers, 
it has thus far attracted only limited trading interest 
in Rule 19c-3 Common Stocks and other listed 
securities traded through the system. It may be 
that, as the NASD expands CAE, its effect on the 
market will increase significantly. However, such 
expansion may be limited by the cumbersome 
manual order-by-order routing procedures that 
most order routing firms currently use. Expansion 
of the system also may be limited by the cumber- 
some procedures utilized to ensure that customers 
receive the best execution for their orders. This 
latter problem, however, should be alleviated 
somewhat when CAE is linked to the ITS, thereby 
providing more efficient access to markets 
displaying superior quotations. 


Automated Interface Between CAE and ITS 


On April 21, 1981, the Commission issued an or- 
der which required the participants in ITS and the 
NASD to implement, by March 1, 1982, an Auto- 
mated Interface between ITS and CAE.’ In the 
Linkage Release, the Commission reiterated its 
belief that implementation of the Automated Inter- 
face is a critical element with respect to the devel- 
opment of a national market system, generally, 
and with respect to the Rule 19c-3 experiment 


74 Securities Exchange Act Release No. 17744 
(April 21, 1981), 46 FR 23856 (the “Linkage Re- 
lease’). Previously, on February 11, 1981 the par- 
ticipants in the ITS and the CSE implemented a 
manual linkage between the ITS and the NSTS. In 
August, one Rule 19c-3 Common Stock was in- 
cluded in the NSTS. 
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specifically.’”> Pursuant to the Commission's order, 
the ITS participants and the NASD must submit to 
the Commission proposed amendments to the ITS 
plan to include the NASD as an ITS participant by 
November 1, 1981; the current ITS participants 
must be able to receive and display aggregate 
quotations from CAE market makers, and the Au- 
tomated Interface must be operational, at least on 
a pilot basis, by March 1, 1982; and the Auto- 
mated Interface must be fully operational by 
September 1, 1982. Also pursuant to the Commis- 
sion’s order, on June 15, 1981, the ITS partic- 
ipants and the NASD submitted a timetable for the 
implementation of the Automated Interface. 


Vil. SUMMARY AND CONCLUSIONS 


In the Adoption Release, the Commission indi- 
cated that resolution of many of the issues related 
to the adoption of the Rule might be aided by mon- 
itoring the operation and effects of the Rule on an 
ongoing basis. To date, however, trading in Rule 
19c-3 Common Stocks, both in absolute terms 
and as a percentage of composite volume, has 
been limited. Furthermore, most trading to date 
has occurred prior to the commencement of the 
NASD’s CAE pilot and in the absence of an 
operational Automated Interface. The addition of 
these two elements will modify the market struc- 
ture applicable to the trading in Rule 19c-3 Com- 
mon Stocks and may, as indicated by market par- 
ticipants, lead to an increase in the amount of 
trading in Rule 19c-3 Common Stocks. However, 
the following preliminary observations may be 
made based on trading to date. 


—Trading in Rule 19c-3 Common Stocks com- 
menced on July 18, 1980, the effective date of 
the Rule. At that time, 87 Rule 19c-3 Common 
Stocks were subject to the Rule. As of May 
1981, there were 167 Rule 19c-3 Common 
Stocks. OTC share volume in Rule 19c-3 Com- 
mon Stocks totaled 2.3 million shares during the 
month of May 1981 and accounted for only 
4.8% of composite share volume. There were, 
however, 15 Rule 19c-3 Common Stocks with 
at least 10% of composite share volume exe- 
cuted OTC in May 1981. 


—Of the 167 Rule 19c-3 Common Stocks in May 
1981, only 83 were actually traded OTC. For the 


75 Id. at 21-23, 46 FR 23860. 
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remaining issues, all volume was executed on 
an exchange. There were 54 Rule 19c-3 Com- 
mon Stocks with OTC market makers in May 
1981. 


—The results of regression analysis indicate that 
the adoption of the Rule has not, in a statistical 
sense, affected the market quality of the primary 
markets. In general, these findings were pro- 
vides support by the comments of participants 
in the Rule 19c-3 experiment (specialists and 
OTC market makers). 


—lIt appears that OTC market makers executed 
about 58% of their customers’ agency order 
flow in Rule 19c-3 Common Stocks in-house 
and 39% was sent to an exchange. While it is 
difficult to ascertain the nature of the order flow 
sent to an exchange, preliminary indications are 
that a substantial portion of the order flow was 
block transactions. 


—An analysis of the quality of execution in Rule 
19c-3 Common Stocks indicated that a small 
number (16 of 400) of ‘‘in-house”’ principal 
transactions with customers (4%) appeared to 
have taken place at prices inferior to contempo- 
raneous NYSE quotations. 


With respect to internalization, as indicated above, 
it appears that 58% of customers’ order flow of in- 
tegrated firms as executed in-house. Neverthe- 
less, the adoption of the Rule does not appear to 
have had an adverse effect on market quality.’® In 
this connection, it appears that the primary mar- 
kets have not had significant difficulty in com- 
peting with third market makers for order flow. As 
discussed above,’’ the substantial majority of or- 
der flow in all but a few Rule 19c-3 Common 
Stocks has been directed to the primary markets. 


75 Id. at 21-23, 46 FR 23860. 


76 Despite this finding, it is clear that there has 
been a significant number of trade-throughs. As 
discussed, however, the implementation of the Au- 
tomated Interface, and the applicability of the 
trade-through rules to that interface, should allevi- 
ate that problem. 


77 See text accompanying notes 21-22, supra. 
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While the foregoing observations do not lead the 
Commission to take additional regulatory action at 
this time to deal with internalization concerns, the 
Commission does not believe that these observa- 
tions necessarily indicate what adverse effects, if 
any, may occur as a result of future increases in 
OTC trading in Rule 19c-3 Common Stocks. In 
this connection, the Commission continues to sup- 
port the development of industry initiatives to ad- 
dress internalization.’® In addition, as stated in the 
Adoption Release, in coordination with the Com- 
mission staff's continuing monitoring program, 
“(t]he Commission will be alert to the need to take 
appropriate regulatory action if any internalization 
which may occur has undesirable effects on the 
markets for Rule 19c-3 [Common Stocks].”’79 


With respect to equal regulation, in the Adoption 
Release the Commission stated that “until experi- 
ence was obtained under the Rule, it would be ex- 
tremely difficult, if not impossible, to determine the 
extent to which any type of market maker regula- 
tion should be universally applied,” and stated that 
its decision not to impose uniform regulation on all 
market makers trading in Rule 19c-3 Common 
Stocks did not mean that such “would not be ap- 
propriate in the future either based on the nature 
of experience under the Rule or developments in 
the evolution of a national market system.” 8° How- 
ever, at the present time, the Commission does 
not believe that there has been sufficient trading in 
Rule 19c-3 Common Stocks in the OTC market to 
form the basis for a further analysis of the equal 
regulation issue.*' 


78 See Linkage Release supra note 74, at 23 46 
FR 23860. The Commission is not aware of any 
active discussion within the industry with respect 
to specific industry proposals to address inter- 
nalization. 


79 Adoption Release, supra note 3, at 31, 45 FR at 
41130. 


80 fd. at 40-41, 45 FR 41131. 


81 The NASD recently has submitted a proposed 
rule change to address one aspect to the equal 
regulation issue, the simultaneous trading of op- 
tions and the underlying securities by specialists 
and market makers. See Securities Exchange Act 
Release No. 18006 (August 5, 1981), 46 FR 
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Furthermore, the Commission does not believe 
that additional regulatory action is necessary at 
the present time to deal with trade reporting or 
overreaching. While the Commission remains con- 
cerned about the potential problem of over- 
reaching, the Commission generally is satisfied 
with the quality of the NASD’s surveillance which 
indicates that firms generally are reporting trades 
in a timely manner and that overreaching has not 
proven to be a significant problem at the present 
time. The Commission, however, as part of its 
oversight of trading under the Rule, will continue 
to review the NASD’s quarterly surveillance re- 
ports and is prepared to take whatever regulatory 
action appears to be necessary. 


Although the operation of Rule 19c-3 to date has 
provided novel experience with trading in an envi- 
ronment free from offboard trading restrictions, the 
extent of trading in Rule 19c-3 Common Stocks 
has been limited. In addition, this trading has 





FOOTNOTE—Continued 


40854. While NYSE and AMEX rules preclude 
specialists on those exchanges from acquiring op- 
tions with respect to their sepcialty stocks, region- 
al specialists can do so but are required to report 
options transactions to their exchanges; NASDAQ 
market makers, however, have been able to deal 
in options with respect to stocks in which they 
make a market without having to file such reports. 
The NASD rule change would impose a reporting 
requirement on OTC market makers which would 
be similar to that imposed on regional exchange 
specialists. 
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taken place prior to the implementation of the 
NASD’s CAE system and in the absence of the 
Automated Interface, and consequently the Com- 
mission has not had the benefit of experience with 
Rule 19c-3 trading in the context of these devel- 
opments, which may substantially affect the envi- 
ronment for, and extent of, trading in Rule 19c-3 
Common Stocks. However, as indicated above, 
the Commission will continue to monitor the oper- 
ation of Rule 19c-3 and will publish a second 
monitoring report on Rule 19c-3 trading which will 
cover the first six months of trading after the com- 
mencement of the operation of the Automated In- 
terface. In addition, in the event that substantial 
changes occur in the patterns or volume of Rule 
19c-3 trading in the period prior to the implemen- 
tation of the Automated Interface, the Commission 
will publish an interim report on the operation of 
Rule 19c-3, examining these and any other signif- 
icant developments. 
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APPENDIX A-3 


NUMBER OF RULE 19c-3 COMMON STOCKS 
WITH MARKET MAKERS 





Number of Number of Rule 19c-3 Percent of Rule 19c-3 
Rule 19c-3 Common Stocks with Common Stocks with 
Year/tionth Common Stocks Market Makers Market Makers 








1980 July 92 31 33.7% 
August 99 38 38.4 
September 39 37.5 

tober 39 34.5 
November 51 42.9 


December 54 40.9 


54 38.6 
56 37.8 
52 34.2 
53 


54 


Source: “ASD Revorts 
Directorate of Economic and Policy Analysis 
Securities and Exchange Commission 
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APPENDIX A-5 


DISTRIBUTION OF RULE 19c-3 COMMON STOCKS BY 
THE NUMBER OF CONTINUOUS MARKET MAKERS 





(Period: Listing Month to May 1981) 


Group I Securities 





Number of Number of Securities Number of Continuous Market Makers 
Year /Month Securities with Market Makers 0 1 2 3 4+ 








1980 July 87 27 10 14 


Group II Securities 





Number of 


Securities Number of Securities Number of Continuous Market Makers 
Year—fonth Listed with Market Makers 0 1 2 3 4+ 








1980 July 


Source: NASD Reports 
Directorate of Economic and Policy Analysis 
Securities and Exchange Commission 
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APPENDIX A-6 


DISTRIBUTION OF RULE 19c-3 COMMON STOCKS BY 
THE NUMBER OF CONTINUOUS MARKETS 





(Period: Listing Month to May 1981) 


Group I Securities 





Number of Number of Securities Number of Continuous Markets 
Year /Month Securities with Market Makers 0 1 P 








1980 July 87 27 18 


Grouv II Securities 





Number of 


Securities Number of Securities Number of Continuous Markets 
Listed with Market Makers 0 a 2 











1980 July 
Aug. 
Sept. 


Cet. 


Source: NASD Reports 
Directorate of Economic and Policy Analsyis 
Securities and Exchange Commission 
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APPENDIX A-7 


OTC TRADES VS NYSE/AMEX QUOTATIONS 





(Week Ending January 30, 1981) 


Less Equal Inside 
Than Bid To Bid Bid-Ask 


All Cormon Stocks 





All Trades 


Spread Equals 1/8 


cread Exceeds 1/8 





Spread Equals 1/8 


Spread Exceeds 1/8 


Non Rule 19c-3 Common Stocks 





All Trades 
Spread Equals 1/8 


Spread Exceeds 1/8 


Source: Directorate of Economic and Policy Analysis 
Securities and Exchange Commission 
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APPENDIX A-8 


NYSE/AMEX TRADES VS NYSE/AMEX QUOTATIONS 





(Week Ending January 30, 1981) 


Less Equal Inside 
Than Bid To Bid Bid-Ask 








All Common Stocks 





All Trades 89,630 63,751 


35.8% 25.4% 


Spread Equals 1/8 42,011 21 
48 .6% -0% 


Soread Exceeds 1/8 47,619 63,730 
29.08% 38.8% 


Rule 19c-3 Common Stocks 





All Trades 


Spread Equals 1/8 


Spread Exceeds 1/8 


Non Rule 19c-3 Common Stocks 





Bll Trades 


59,954 86,464 
25.2% 36.4% 


Spread Equals 1/8 21 1/ 41,358 
0% 49.6% 


Spread Exceeds 1/8 59,933 45,106 
38.9% 29.3% 


1/ Caused by stocks which trade in increments of one sixteenth of a point. 


Source: Directorate of Economic and Policy Analysis 
Securities and Exchange Commission 
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APPENDIX A-9 


NYSE/AMEX TRADES VS OTC QUOTATIONS 





(Week Ending January 30, 1981) 


Less Equal Inside Greater 
Than Bid To Bid Bid—Ask Than Ask 





All Common Stocks 





All Trades 44,676 
72.7% 


Spread Equals 1/8 ta 2f 
6.7% 


Spread Exceeds 1/8 44,603 
73.9% 


Rule 19c-3 Cormon Stocks 





All Trades 


Spread Equals 1/8 


Spread Exceeds 1/8 


Non Rule 19c-3 Common Stocks 





All Trades 


Spread Equals 1/8 


Spread Exceeds 1/8 


1/ Caused by stocks which trade in increments of one sixteenth of a point. 


Source: Directorate of Economic and Policy Analysis 
Securities and Exchange Commission 
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APPENDIX A-10 


OTC TRADES VS OTC QUOTATIONS 





(Week Ending January 30, 1981) 


Less Equal Inside 
Than Bid To Bid Bid-Ask 


All Common Stocks 





All Trades 


Spread Equals 1/8 


Spread Exceeds 1/8 


Rule 1Sc=-35 Common Stocxs 





All Trades 


Spread Equals 1/8 


Spread Exceeds 1/8 


Non Rule 19c-3 Common Stocks 





All Trades 
Scread 


Spread Exceeds 1/8 


1/ Caused by stocks which trade in increments of one sixteenth of a 


Source: Directorate of Economic and Policy Analysis 
Securities and Exchange Commission 
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APPENDIX B 


IMPACT OF RULE 19c-3 ON 
MARKET QUALITY 


In adopting Rule 19c-3, the Commission noted 
that the increased opportunity for competition be- 
tween OTC market makers and exchange special- 
ists might result in improved market quality, or 
more specifically, in the narrowing of bid-ask 
spreads. Measuring the impact of Rule 19c-3 on 
bid-ask spreads, however, is complicated by the 
uncontrolled movements in the various factors 
which contribute to the determination of a securi- 
ty’s bid-ask spread. Thus, this appendix reports 
the results of the application of a particular statis- 
tical technique designed specifically to control for 
the influences of other variables which have been 
shown to affect, or which might otherwise be ex- 
pected to affect, a security’s bid-ask spread. 


Methodology and Sampling 


A considerable amount of research into the deter- 
minants of bid-ask spreads has been published.' 
The common statistical technique for measuring 
the separate influences of the hypothesized deter- 
minants has been multiple linear regression analy- 
sis. Through use of this technique, the influences 
of variables can be isolated, thereby allowing an 
assessment to be made of their independent ef- 
fects on bid-ask spreads. 


In order to determine whether or not the Rule has 
affected the bid-ask spread of Rule 19c-3 Com- 
mon Stocks in the primary market, three samples 
of securities were selected.* The first sample 
(“Sample |’) is made up of Group | Securities (that 
is, Rule 19c-3 Common Stocks which became 
exchange-traded prior to July 18, 1980). The sec- 
ond sample (‘Sample II’) is made up of Group II 
Securities (Rule 19c-3 Common Stocks which be- 
came exchange-traded after July 18, 1980).* The 


1A representative list of studies that examine the 
determinants of bid-ask spreads is presented at 
the end of this appendix. 


2 All samples include only common stocks. 


3 Since the elimination of off-board trading restric- 
tions might affect securities which have been sub- 
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third sample (“Control Sample’’) is comprised of 
securities which became exchange-traded be- 
tween January 1, 1977 and April 1, 1979.4 


Since the Rule might also have an impact on OTC 
bid-ask spreads in Rule 19c-3 Common Stocks, a 
similar statistical analysis was conducted with re- 
spect to OTC spreads. However, because the 
OTC market differs structurally from the exchange 
markets, the methodology, sample selection pro- 
cedure, and variables included in the model are 
not identical. Specifically, a sample of exchange- 
traded common stocks which were also traded 
OTC was selected randomly. The selected securi- 
ties were then identified as to whether they were 
Rule 19c-3 Common Stocks and whether they 
had at least one Exchange Member Market Maker. 


Variables 


Ever since the work of Demsetz,> models of bid- 
ask spread have generally included as determi- 
nants (or explanatory variables) the security's 
price and the transaction rate in one form or an- 
other. Theoretically, a greater transaction rate will 
result in a narrowing of bid-ask spreads, all other 
things equal, because the market-maker’s waiting 
period between transactions will be shorter, and, 
hence, the cost of waiting will be reduced. This re- 
lationship is based on the fact that the greater the 
volume, all other things equal, the smaller will be 
the amount of capital the specialist will have to 
use to provide a liquid market. Although this analy- 
sis uses relative bid-ask spread (that is, the bid- 
ask spread divided by the price), the theoretical 


ject to them differently than those that would have 
been affected, Rule 19c-3 Common Stocks are di- 
vided into two distinct groups. Sample | securities 
were subject to off-board trading restrictions until 
July 18, 1980, while Sample I! securities were not 
subject to off-board trading restrictions. Thus, the 
elimination of the restrictions could result in differ- 
ent impacts. 


4 Confining the selection of the Control Sample to 
securities which became exchange-traded during 
this period limits any influence on bid-ask spread 
which might be attributable to the length of time a 
security is exchange-traded. 


5 Supra note 1. 
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justification remains the same, the previous works 
have demonstrated that a significant inverse rela- 
tionship exists between the transaction rate and 
the bid-ask spread. Therefore, the number of re- 
ported trades is included in the model reported 
herein. 


A security's price should also affect its bid-ask 
spread, because the greater the price, the more 
costly it is for a market maker or specialist to 
maintain a position in that security. However, 
when the dependent variable is the relative bid- 
ask spread, as in this study’s model, as inverse re- 
lationship is hypothesized based on the assump- 
tion of declining marginal costs of market making. 


Institutional participation in the trading of a securi- 
ty has also been included in previous spread mod- 
els in one form or another. Theoretically, institu- 
tional participation, to the extent that it contributes 
to temporary supply and demand imbalances 
caused by the sudden introduction of large orders, 
can be expected to widen bid-ask spreads. How- 
ever, if these large orders are efficiently executed 
(by firms specializing or competent in the handling 
of large blocks), then this impact should be con- 
siderably lessened. Moreover, if there is a large 
enough number of institutions actively engaged in 
trading the security, their imbalancing influence 
may be ameliorated. In order to gauge the impact 
of institutional involvement, three separate varia- 
bles were tested: 1) the number of institutions 
holding the security; 2) the number of shares held 
by these institutions; and 3) the average number 
of shares per trade for the security.® 


The next variable included is the number of market 
centers on which the security is traded. The great- 
er the level of competition (assumed to be meas- 
ured by the number of competitors in this case), 
the narrower, it is expected, will be the bid-ask 
spread. 


Price volatility, measures as the standard devia- 
tion of the price, is also included. This variable is 
representative of the security’s riskiness, and, on 








6 Initial testing was performed solely on primary 
market spreads and all three of these variables 
were tested. However, only the number of institu- 
tions was tested for inclusion in the OTC model 
since the other two variables were found to be en- 
tirely insignificant in the primary market testing. 
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average, the greater the riskiness, the wider 
should be the bid-ask spread. Thus, the hypothe- 
sized relationship is positive. 


Another variable, the number of months the secu- 
rity was exchange-traded, is included for reasons 
unique to the testing of the Rule’s impact.” During 
the hearings and in prepared statements submit- 
ted, it was asserted that, due to the status of Rule 
19c-3 Common Stocks (i.e., the fact that they are 
all newly exchange-traded securities), an appro- 
priate test could not bé conducted because the re- 
maining securities (against which Rule 19c-3 
Common Stocks would have to be compared) 
would have been exchange-traded for a longer pe- 
riod of time. Therefore, this measure is included in 
the model as a control variable. 


The three remaining variables, tested in the re- 
gression model are: 1) whether the security was a 
Rule 19c-3 Common Stock, 2) whether the stock 
had an Exchange Member Market Maker, and 3) 
whether the security was traded on the NYSE or 
AMEX.® Each of these variables enter the model in 
“dummy” form; that is, the variable takes only the 
values zero and one. Thus, for example, if the se- 
curity is a Rule 19c-3 Common Stock, the first 
“dummy” variable takes the value 1; otherwise it 
takes the value Zero. 


With respect to the first “dummy” variable, which 
indicates whether the security is a Rule 19c-3 
Common Stock, the relationship is expected to be 
inverse; i.e., Rule 19c-3 Common Stocks are ex- 
pected to have narrower bid-ask spreads. This 
statement must be qualified, however, because if 
active OTC markets do not develop in these secu- 
rities, then the potential benefits of competition 
cannot result. Furthermore, if the markets become 
fragmented due to isolation of customer order flow 
from other markets, then spreads may actually 
widen due to the loss of liquidity provided by these 
orders. 


The “dummy” variable indicating whether the 
stock had an Exchange Member Market Maker, is 





7 For the same reasons stated in note 6 supra, 
this variable was not tested in the OTC model. 


8 This variable was not included in the OTC model 
due to its insignificance in the earlier testing. 


SEC DOCKET/687 





included to test the impact of this aspect of Rule 
19c-3. The hypothesized relationship is inverse. 


Finally, the “dummy” variable indicating on which 
exchange (NYSE or AMEX) the security is traded 
was tested in order to determine whether or not 
any significant differences exist between the 
NYSE and the AMEX with respect to how bid-ask 
spreads are determined for Rule 19c-3 Common 
Stocks and the Control Sample. 


A sample week in January 1981 and one in April 
1981 were selected for testing the model. Sample 
| and Sample II securities were tested separately 
against the Control Sample. After a number of pre- 
liminary tests, the final model emerged as follows: 
RSP = ao8 + biD: + b2D2 + b3sVOL 
+ baLn TR + bDsLn PR + belN + 
u, 


where: 


RSP = average hourly bid-ask spread 
divided by the price (x 100); 


D; = 1 for Rule 19c-3 Common Stocks 
and 0 for all other stocks; 


D2 = 1 for Rule 19c-3 Common Stocks 
that have an Exchange Member 
Market Maker and 0 for all other 
stocks; 


VOL = the standard deviation of the 
security’s price (x 100); 


TR = the number of trades reported on 
the consolidated tape; 





° Testing was also performed on an earlier time 
period (a sample week in June 1980) using the 
Control Sample and Sample | in order to test for 
sample bias, which was not found. The stability of 
the coefficients and their associated t-statistics 
with and without D7 in the model supports the 
premise of unbiased samples. Sample II securities 
were not included in the earlier time period’s anal- 
ysis because they were not yet exchange-traded 
and their quotations were not disseminated 
through the Composite Quotation System. 
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PR =the security's average reported 
price (x 10); 


IN = the number of institutions holding 
the stock; 


u = a disturbance term; and 


ao and bi-be are parameters to be esti- 
mated. 


Empirical Results 


The results of the empirical testing of primary mar- 
ket spreads for the January week are presented in 
Table B-1. Columns 1-3 present the results of the 
testing of Sample | securities. Specifically, Column 
1 shows the final model result of Sample | testing 
with both Rule 19c-3 variables excluded, while 
Column 2 shows the results of testing D: and Col- 
umn 3 shows the results of including Dz. Columns 
4 through 6, in an analogous manner, present the 
results of the testing of Sample II securities. 


The volatility (standard deviation of price), VOL, 
yielded a significant positive relationship, as ex- 
pected, indicating that stocks with greater price 
volatility are also characterized by wider relative 
bid-ask spreads. Conversely, but as hypothesized, 
trading volume and price yielded highly significant 
inverse relationships, which indicates that as 
volume increases, relative bid-ask spreads de- 
cline, and, as price increases, relative bid-ask 
spreads also decline. 


The remaining variable, IN, although not statistic- 
ally significant at the conventional levels of signifi- 
cance, was included in the final model because of 
the level of significance, which, although it was 
low, was not so low as to justify its removal. 


Column 2 reports the results of including D1, and 
by comparing it with the Column 1 results, the 
overall model impact of D; on Sample | securities 
can be observed. These test results suggest that 
the impact of Rule 19c-3, as tested by using D:, 
on the relative bid-ask spreads of Sample | securi- 
ties is statistically insignificant. Furthermore, the 
stability of the relationships between the re- 
maining dependent variables and the relative bid- 
ask spread further substantiate the conclusion that 
the Rule has thus far had no statistically signifi- 
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Table B-l 


REGRESSION RESULTS OF PRIMARY MARKET SPREAD ANALYSIS 





Dependent Variable 
Test Period 


Relative Bid-Ask Spread 
Week Ending 1-30-81 


Sample I/Control Sample (N=164) 


Sample II/Control Sample (N138) 





intercept 8.64 8.65 
(19.53) (19.43) 


-0.02 
(-0.24) 


8.66 8.97 8.96 8.97 
(19.54) 


(17.53) (17.69) (17.44) 
-0.19 


(-1.72) 


Note: t-statistics are in parentheses and the prefix "Ln" indicates the 
transformation of a variable to its natural logarithmic form. 

Source: Directorate of Economic and Policy Analysis 

Securities and Exchange Commission 


cant impact on relative bid-ask spreads of the pri- 
mary markets.'° 


This testing was repeated using Sample II data in 
place of Sample | data. The results are shown in 





10 Specifically, the insertion of D: into the testing 
of January 1981 data, produced a t-statistic of 
—0.24, which demonstrates quite clearly the lack 
of a statistically significant impact. 
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Columns 4 and 5.'' Again, the conclusion is that 
Rule 19c-3’s impact, as measured by D’, is statis- 
tically insignificant. In addition, the statbility of the 
remaining coefficients also indicates that D' has 





11 It is noteworthy that separate testing of Samples 
| and Il produced results which, although consist- 
ent in impact direction (i.e., whether the impact 
was positive or inverse), differ with respect to 
magnitude and significance level. For example, 
the basic model results shown in Columns 1 and 
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Table B-2 


REGRESSION RESULTS OF PRIMARY MARKET SPREAD ANALYSIS 





Dependent Variable = 
Test Period = 


Sample I/Control Sample (N124) 


Relative Bid-Ask Spread 
Week Ending 4-10-81 


Sample II/Control Sample (N93) 





intercept 10.59 


(22.49) 


10.62 
(22.44) 


-0.08 
(-0.78) 


0.006 
(3.46) 


0.006 
(3.41) 


-0.37 
(-7.16) 


-0.36 
(-6.88) 


-1.50 
20) 


-1.50 
(-14.19) 


0.005 
(3.47) 


0.005 
(3.44) 
813 814 


129242 103.97 


t-statistics are in parentheses and the prefix "Ln" 


(22.34) 


102.91 


10.57 10.30 


(19.45) 


10.24 
(19.12) 


10.31 
(19.27) 


0.08 


0.007 
(3.65) 


0.007 
(3.48) 


-0.41 


-0.41 
(-6.67) 


-1.41 
(-12.34) 


-1.39 
(-11.93) 


0.003 
(2.14) 


0.003 
(2.08) 


813 -813 -814 


95.56 16.7 


indicates the 


transformation of a variable to its natural logarithmic form. 


Source: 





4, indicate that VOL (the volatility of the security's 
price) is considerably more important in deter- 
mining relative spreads of Sample | securities than 
Sample II securities (in fact, the magnitude is two 
times as large). In addition, the greater magnitude 
associated with the transaction rate variable for 
Sample | securities indicates that the relative 
spreads of Sample | securities narrow faster than 
Sample Il securities as the transaction rate in- 
creases while the opposite is true with respect to 
the price level impact. 
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Directorate of Economic and Policy Analysis 
Securities and Exchange Commission 


no statistically significant impact on bid-ask 
spreads.'2 


Columns 3 and 6 show that when D? (the Ex- 
change Member Market Maker variable) was test- 
ed in place of D', the impacts are inverse but the 
levels of significance are so far below that of nor- 





12The t-statistic associated with D' in this test was 
—1.72. 
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mally acceptable levels that they must be re- 
garded as entirely insignificant.'? 


Table B-2 presents the results of the testing of the 
April 1981 data in a manner analogous to the 
presentation of Table B-1. Comparing the results 
in Table B-2 to those in B-1 yields four points 
worth noting. First, both Rule 19c-3 variables for 
both samples of Rule 19c-3 Common Stocks 
yielded entirely insignificant impacts, thus lending 
substantiation to the findings presented in Table 
B-1. Second, the goodness-of-fit, or the overall 
level of confidence that can be placed in the re- 
ported relationships, increased significantly. This 
is evidenced by the increased R?’s and 
F-statistics. Third, the statistical significance of the 
price volatility and the institutional variable in- 
creased considerably. Finally, the level of signifi- 
cance and the impact (as measured by the beta) 
of all included variables in each equation (with the 
exception of the Rule 19c-3 variables) increased. 


Table B-3 shows. the results of the regression tests 
involving OTC bid-ask spreads. Column 1 reports 
the results of the model without D' or D? and 
shows the resulting relationships between the in- 
dependent variables and the bid-ask spread using 
January 1981 data.'* Column 2 reports the results 
of the inclusion of D' and shows that, after 
controlling for the other variables in the model, 
Rule 19c-3 Common Stocks are characterized by 
narrower OTC spreads than are non-Rule 19c-3 
Common Stocks. Furthermore, the relationship is 
highly significant, suggesting that adoption of Rule 
19c-3 has resulted in the narrowing of OTC 
spreads for stocks subject to the Rule.'5 





13The t-statistic associated with D? in the testing 
of Sample | securities was —0.92, while the corre- 
sponding t-statistic for Sample Il securities was 
—0.26. 


14The OTC model results differ significantly from 
the results of the primary market testing. For ex- 
ample, the impact of price on the relative spread in 
the OTC market is approximately twice as large as 
its impact on relative spreads of the primary mar- 
ket while the impact of the security's transaction 
rate is considerably less significant. 


15 The t-statistic associated with D' is —-3.81, which 
is highly significant in the statistical sense. 
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Replacing D' with D? yields results (shown in Col- 
umn 3), which are virtually identical to those re- 
ported in Column 2.16 


These findings are consistent with the analysis of 
the quality of executions found in Chapter IV, su- 
pra which also used the data for the same week in 
January 1981. The results shown in Columns 4-6, 
which are based on regressions using data from a 
sample week in April 1981, differ considerably 
from those shown in Columns 1-3. Specifically, 
the differences are 1) reduced impact and signifi- 
cance levels associated with the Rule 19c-3 varia- 
bles, and 2) increased impact levels and signifi- 
cance levels of the remaining variables. From 
these different findings, the preliminary nature of 
this analysis is (i.e., spreads were found to be nar- 
rower for Rule 19c-3 Common Stocks) the statis- 
tical significance of this impact was substantially 
different. 


Returning to the primary market testing, the re- 
sults of which indicate that Rule 19c-3 has had no 
Statistically significant impact on the primary mar- 
ket’s relative bid-ask spread for Rule 19c-3 Com- 
mon Stocks, it should be noted that the limited ex- 
tent of OTC trading in Rule 19c-3 Common Stocks 
to date further underscores the preliminary nature 
of these tests. It is hoped, however, that this pre- 
liminary analysis has established a useful frame- 
work for future testing as the Rule 19c-3 experi- 
ment develops further. 
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Table B-3 


REGRESSION RESULTS OF OTC SPREAD ANALYSIS 





Dependent Variable 


Week Ending 1-30-81 (N=86) 


= Relative Bid-Ask Spread 


Week Ending 4-10-81 (N=74) 





intercept 15.77 


(8.68) 


16.62 
(9.80) 


-1.21 
(-3.82) 


0.01 
(0.82) 


-0.17 
(-1.16) 


-2.26 
(-7.16) 


0.002 
(1.30) 


s 516 


21.60 


(-1.72) 


(-7.90) 





16.57 
(9.77) 


24.02 
(9.77) 


24.54 
(10.01) 


23.99 
(9.76) 


-0.76 
(-1.63) 


-1.28 


(-3.81) 


0.01 
(1.49) 


0.02 
(4.75) 


0.02 
(4.93) 


-0.23 -0.35 


(-1.61) 


-0.46 


-2.31 -3.97 


(-10.11) 


-3.91 
(-10.01) 


0.001 
(0.95) 


0.01 
(5.15) 


0.01 
(4.60) 


-590 -601 616 


23.05 25.94 21.77 


t-statistics are in parentheses and the prefix "Ln" indicates 
the transformation of a variable to its natural logarithmic 


form. 


Source : 


4.H. Demsetz, “Why Regulate Utilities?,” Journal 
of Law and Economics (March 1968), pp. 55-65. 


5. J. Hamilton, “Marketplace Fragmentation, Com- 
petition, and the Efficiency of the Stock Ex- 
change,’ Journal of Finance 34 (1979), 
pp. 171-187. 
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Directorate of Economic and Policy Analysis 
Securities and Exchange Commission 


6. W. Newton and R. Quandt, ‘An Empirical Study 
of Spreads,’’ Financial Research Center, Re- 
search Memorandum No. 30, Princeton University 
(January 1979). 


7.H. Stoll, “The Pricing of Security Dealer Serv- 
ices: An Empirical Study of NASDAQ Stocks,” 
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Journal of Finance 
pp. 1153-1172. 


(1978), Vol. 11, 


8. S. Tinic, “The Economics of Liquidity Services,” 
Quarterly Journal of Economics 86 (1972), 
pp. 79-93. 


9. U.S. Securities and Exchange Commission, “A 
Monitoring Report on the Operation of the Inter- 
market Trading System,” (February 1981). 


10. U.S. Securities and Exchange Commission, 
“Analysis of Spreads on the New York Stock Ex- 
change” (March 1981). 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 18063/August 25, 1981 


In the Matter of Application of the 


CINCINNATI STOCK EXCHANGE 


For Unlisted Trading Privileges 
Securities Exchange Act of 1934 


FINDINGS AND ORDER GRANTING APPLICA- 
TION FOR UNLISTED TRADING PRIVILEGES 


The Cincinnati Stock Exchange (“CSE”) has filed 
an application with the Commission pursuant to 
Section 12(f)(1)(C) of the Securities Exchange Act 
of 1934 (‘‘Act’’) and Rule 12f-1 [17 CFR 
240.12f-1] thereunder, for unlisted trading privi- 
leges in the following security which has been re- 
moved from listing on another national securities 
exchange pursuant to the issuer's delisting appli- 
cation, and is now traded over-the-counter: 


Pacific Resources, Inc. 
Common Stock, No Par Value (File No. 7-6001)' 





'™Notice of this application was given by publica- 
tion in the Federal Register. 46 FR 40121 (August 
6, 1981). The Commission has received no com- 
ments with respect to this application. 
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The Commission finds that approval of the CSE’s 
application for unlisted trading privileges in this se- 
curity is consistent with the maintenance of fair 
and orderly markets and the protection of inves- 
tors. As a national securities exchange registered 
with the Commission pursuant to Section 6 of the 
Act, the CSE is subject to the provisions of para- 
graph (b) of that section, and to the Commission's 
inspection authority and oversight responsibility 
under Section 17 and 19 of the Act and the rules 
and regulations thereunder. In addition, transac- 
tions in the subject security, regardless of the mar- 
ket in which they occur, including the third market, 
will be reported in the consolidated transaction re- 
porting system contemplated by Rule 11Aa3-1 
under the Act [17 CFR 240.11Aa3-—1]. The availa- 
bility of last sale information for the subject securi- 
ty should contribute to pricing efficiency and to 
ensuring that transactions on the CSE are exe- 
cuted at prices which are reasonably related to 
those occurring in other markets. Finally the Com- 
mission has received no comments indicating that 
the granting of this application would not be con- 
sistent with the maintenance of fair and orderly 
markets and the protection of investors. The Com- 
mission further finds that approval of the CSE ap- 
plication will provide increased opportunities for 
competition among brokers and dealers and 
among exchange markets consistent with the pur- 
poses of the Act and the objectives of the national 
market system. 


ACCORDINGLY, IT IS ORDERED, pursuant to 
Section 12(f)(1)(C) of the Act, that the application 
for unlisted trading privileges on the Cincinnati 
Stock Exchange in the above named security is 
hereby approved. 


For the Commission by the Division of Market 
Regulation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 18064/August 26, 1981 


The Securities and Exchange Commission an- 
nounced, pursuant to Section 12(k) of the Securi- 
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ties Exchange Act of 1934 (“Exchange Act’), the 
temporary suspension of over-the-counter trading 
of the securities of Cayman Islands Reinsurance 
Corporation Ltd. (“Cayman Re’), a Cayman Island 
corporation located at Abacus House, Walker 
Road, George Town, Grand Cayman, British West 
Indies, for the ten day period commencing at 9 
a.m. on August 26, 1981, and terminating at mid- 
night (EST) on September 4, 1981. 


At the request of Cayman Re, the Commission 
suspended trading in its securities because of the 
lack of currently accurate and adequate informa- 
tion concerning Cayman Re’s financial condition, 
the status of its operations and its inability to file 
timely reports required under the Exchange Act. 


The Commission cautions broker-dealers, share- 
holders and prospective purchasers that they 
should carefully consider the foregoing information 
along with all other currently available information 
and any information subsequently issued by Cay- 
man Re. 


Furthermore, brokers and dealers should be alert 
to the fact that, pursuant to Rule 15c2-11 under 
the Exchange Act, at the termination of the trading 
suspension, no quotation may be entered unless 
and until they have strictly complied with all of the 
provisions of said rule. If any broker or dealer has 
any questions as to whether or not he has com- 
plied with said rule, he should not enter any quota- 
tion but immediately contact the staff of the Divi- 
sion of Enforcement. If any broker or dealer is 
uncertain as to what is required by Rule 15c2-11, 
he should refrain from entering quotations relating 
to the securities in question until such time as he 
has familiarized himself with said rule and is cer- 
tain that all of its provisions have been met. If any 
broker or dealer enters any quotation which is in 
violation of said rule, the Commission will consider 
the need for prompt enforcement action. 


lf any broker-dealer or other person has any infor- 
mation which may relate to this matter, the Divi- 
sion of Enforcement of the Securities and Ex- 
change Commission should be telephoned at 
(212) 264-9379. 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 10865/August 26, 1981 


An order has been issued granting the application 
of PARADYNE CORPORATION to withdraw its 
common stock ($.10 par value) from listing and 
registration on the American Stock Exchange, 
Inc. 


SECURITIES EXCHANGE ACT OF 1934 
Release No. 18066/August 26, 1981 


Dissemination and Display of Transaction Re- 
ports, Last Sale Data, and Quotation Information 


ACTION: Rule amendment. 


SUMMARY: In order to allow time for final imple- 
mentation and testing of certain quotation proc- 
essing facilities, the Commission extends the ef- 
fective date of portions of its rule governing the 
dissemination and display of market information to 
October 1, 1981. 


EFFECTIVE DATE: August 26, 1981. 


FOR FURTHER INFORMATION CONTACT: Rob- 
ert Colby, 202-272-2888, Room 390, Securities 
Exchange Commission, 500 North Capitol Street, 
Washington, D.C. 20549. 


SUPPLEMENTARY INFORMATION: On February 
19, 1980, the Commission announced the adop- 
tion of Rule 11Ac1-2 (“Vendor Display Rule”) un- 
der the Securities Exchange Act of 1934 (‘‘Act’).! 
The Vendor Display Rule generally establishes 
minimum requirements governing the manner in 
which transaction, quotation and other market in- 
formation is displayed by vendors of securities in- 
formation. The Vendor Display Rule requires, 
among other things, that vendors providing quota- 
tion information provide either a best bid and offer 
display (“BBO”) derived from quotations from all 
reporting market centers, or a montage of such 
quotations. The Commission has extended the ef- 
fective date of the Rule on two previous occa- 





‘Securities Exchange Act Release No. 16590 
(February 19, 1980) 45 FR 12391. 
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sions? to provide an opportunity for the partici- 
pants in the Consolidated Quotation Plan (“CQ 
Plan’) to jointly develop a centra! facility which 
would calculate and provide vendors with a BBO 
display. 


The CQ Plan participants authorized the Securi- 
ties Industry Automation Corporation (“SIAC”), the 
CQ Plan processor, to construct a BBO central 
processor. SIAC has proceeded to develop the 
BBO central processor, and in July and August 
1981 commenced initial testing with CQ Plan par- 
ticipants and vendors of the compilation and dis- 
semination of the BBO display; however, SIAC 
has indicated that it will not be able to provide the 
BBO display to vendors in a fully operational form 
until August 28, 1981. Certain vendors have indi- 
cated to the Commission that this schedule leaves 
insufficient time for certain vendors to adequately 
test their systems prior to the September 1, 1981, 
effective date of the Vendor Display Rule. Conse- 
quently, the Commission has decided to extend 
the effective date of Rule 11Ac1-2 from Septem- 
ber 1, 1981, until October 1, 1981, to provide ven- 
dors an additional period in which to complete the 
testing necessary to ensure the reliability of their 
systems displaying the BBO. 


Because of the urgency of extending the effective 
date of the Rule prior to its taking effect on Sep- 
tember 1, 1981, and pursuant to the Administrative 
Procedure Act, 5 U.S.C. 551et seq., the Commis- 
sion finds for good cause that notice and public 
comment procedures for this amendment are im- 
practicable, unnecessary, and contrary to the pub- 
lic interest, and that there is good cause for mak- 
ing this amendment effective immediately.* The 
Commission also finds that adoption of the Rule 
Amendment does not impose any burdens on 


2The effective date of Rule 11Ac1—2 was first ex- 
tended from October 5, 1980 to January 3, 1981. 
Securities Exchange Act Release No. 16924 (June 
24, 1980) 45 FR 44922. The second extension 
was from January 3, 1981 to September 1, 1981. 
Securities Exchange Act Release No. 17368 (De- 
cember 11, 1980) 45 FR 83477. 


3Thus, the Regulatory Flexibility Act, 5 U.S.C. 601 
et seq., is inapplicable to this amendment, since 
this act is applicable only if a proposed action is 
subject to public notice and comment. 
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competition that are not necessary or appropriate 
in furtherance of the purposes of the Act. 


The Securities and Exchange Commission, acting 
pursuant to the Act, hereby revises paragraph (h) 
of § 240.11Ac1-—2 of Title 17 of the Code of Feder- 
al Regulations to postpone to October 1, 1981 the 
effective date of paragraphs (b)(2)(ii), (b)(2)(vi) 
and (c)(2)(i), (ii), (iv), (v) of § 240.11Ac1-2. The 
text of the amendment is as follows: 


PART 240—GENERAL RULES AND REGULA- 
TIONS, SECURITIES EXCHANGE ACT OF 1934 


§ 240.11Ac1-2 Display of transaction reports, last 
sale data, and quotation information. 


* * * 


(h) Effective date. The effective date of 
this section shall be April 5, 1980, 
except for paragraph c(2)(vi), which 
shall become effective on July 5, 
1980, and paragraphs (b)(2)(ii), (b) 
(2)(vi) and (c)(2)(i), (ii), (iv), (vy) 
which shall become effective on Oc- 
tober 1, 1981. 


By the Commission. 


George A. Fitzsimmons 
Secretary 








PUBLIC UTILITY HOLDING COMPANY 
ACT OF 1935 





PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 
Release No. 22173/August 21, 1981 


In the Matter of 


GENERAL PUBLIC UTILITIES CORPORATION 
Parsippany, New Jersey 
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JERSEY CENTRAL POWER & LIGHT 
COMPANY 
Morristown, New Jersey 


METROPOLITAN EDISON COMPANY 
Berks County, Pennsylvania 


PENNSYLVANIA ELECTRIC COMPANY 
Johnstown, Pennsylvania 


(70-6311) 


SUPPLEMENTAL ORDER REGARDING SHORT- 
TERM NOTES TO BANKS BY SYSTEM 
COMPANIES AND RELEASE OF JURISDICTION 


General Public Utilities Corporation (“GPU”), a 
registered holding company, and its electric utility 
subsidiaries, Jersey Central Power & Light Com- 
pany (“JCP&L’), Metropolitan Edison Company 
(“Met-Ed’’), and Pennsylvania Electric Company 
(“Penelec’’), have filed with this Commission a fur- 
ther post-effective amendment to their application- 
declaration in this proceeding pursuant to Sections 
6(a), 6(b), and 7 of the Public Utility Holding Com- 
pany Act of 1935 (‘Act’). 


By order dated August 18, 1980 (HCAR No. 
21681), this Commission authorized the issuance 
and sale of securities in connection with a further 
amendment to the Revolving Credit Agreement, 
dated as of June 15, 1979, as amended, (‘Credit 
Agreement’) among GPU, JCP&L, Met-Ed, and 
Penelec (“GPU Companies’) and a group of com- 
mercial banks (“Banks”). That amendment provid- 
ed for (a) a temporary increase in JCP&L’s loan 
limit, (b) the alteration of the loan limits of GPU 
and JCP&L upon approval of the Banks having 
85% of the notes outstanding under the Credit 
Agreement, and (c) GPU to pay an increased ad- 
ministration fee of $250,000 annually to the agent 
banks. On August 19, 1980, the Banks and the 
GPU Companies implemented such amendment to 
the Credit Agreement. 


The Commission's order of August 18, 1980, also 
reserved jurisdiction, pending issuance of appro- 
priate orders by the Pennsylvania Public Utility 
Commission (‘‘PaPUC’’) and the New Jersey 
Board of Public Utilities (“NJBPU”), with respect 
to an additional proposal to amend the Credit 
Agreement by an Amendment No. 4 thereto to pro- 
vide for (a) alteration of the loan limits of Met-Ed 
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and Penelec upon approval of the Banks having 
85% of the notes outstanding under the Credit 
Agreement, (b) the addition of an earnings contin- 
gency to the obligation of the Banks to make fur- 
ther advances to the GPU Companies, and (c) 
JCP&L, Met-Ed, and Penelec, as well as GPU, to 
pay the increased administration fee to the agent 
banks. 


On September 18, 1980, the PaPUC issued orders 
authorizing such proposed changes to the Credit 
Agreement as contained in Amendment No. 4, and 
the NJBPU on July 23, 1981, also issued an order 
authorizing such proposed changes. The filing is 
now complete in this regard. 


Due notice of the filing of the post-effective 
amendment to the application-declaration was giv- 
en in the manner prescribed in Rule 23 promul- 
gated under the Act (HCAR No. 21573), and no 
hearing was requested of or ordered by the Com- 
mission. Upon the basis of the facts in the record, 
it is hereby found that the applicable standards of 
the Act and the rules thereunder are satisfied: 


IT IS ORDERED, pursuant to the applicable provi- 
sions of the Act and rules thereunder, that said 
application-declaration, as amended by said post- 
effective amendment, be, and it hereby is, permit- 
ted to become effective forthwith, subject to the 
terms and conditions prescribed in Rule 24 pro- 
mulgated under the Act. 


IT IS FURTHER ORDERED that the jurisdiction 
reserved in said order of August 18, 1980, be, and 
it hereby is, released. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 
Release No. 22174/August 21, 1981 


In the Matter of 


GEORGIA POWER COMPANY 
333 Piedmont Avenue, N.E. 
Atlanta, Georgia 30308 


(70-6627) 


NOTICE OF PROPOSED TRANSACTIONS RE- 
LATED TO FINANCING OF POLLUTION CON- 
TROL FACILITIES 


Georgia Power Company (‘Georgia’), an electric 
utility subsidiary of The Southern Company, a reg- 
istered holding company, has filed an application- 
declaration with this Commission pursuant to Sec- 
tions 6(b) and 12(d) of the Public Utility Holding 
Company Act of 1935 (‘‘Act’”) and Rules 44 and 50 
thereunder. 


In order to comply with prescribed environmental! 
standards of the State of Georgia with respect to 
air and water quality, Georgia must construct cer- 
tain air and water pollution control facilities at its 
Bowen, Branch, Scherer and Vogtle plants located 
in Bartow, Putnam, Monroe and Burke Counties, 
Georgia respectively. 


It is proposed that a Development Authority of 
each county (“Authority”) would issue tax exempt 
pollution control revenue bonds, and, in the case 
of Monroe and Burke Counties, industrial develop- 
ment revenue bonds (‘‘Revenue Bonds’’) in 
amounts based upon the cost of the respective fa- 
cilities for the purpose of making loans to Georgia 
to pay the costs of the acquisition, construction, 
installation and equipping of the pollution control 
facilities located within its jurisdiction. The aggre- 
gate principal amount of the Revenue Bonds to be 
issued is estimated not to exceed $50,000,000 of 
which $48,000,000 will be pollution control reve- 
nue bonds and $2,000,000 will be industrial devel- 
opment revenue bonds. 


Each Authority would, pursuant to a loan agree- 
ment, loan to Georgia the Revenue Bonds’ pro- 
ceeds and Georgia would issue a non-negotiable 
promissory note therefor providing for payments 
thereon corresponding to the payments of princi- 
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pal, interest and premium, if any, on the Revenue 
Bonds as they become due. The proceeds of the 
Revenue Bonds would be deposited with a trustee 
(“Trustee”) under a trust indenture to be entered 
into between the Authority and the Trustee pursu- 
ant to which the Revnue Bonds would be issued 
and secured. Georgia will use the proceeds to pay 
the construction cost of each pollution control fa- 
cility. 


Each agreement will provide for the assignment to 
the Trustee of the Authority’s interest in and of the 
moneys receivable by the Authority under the 
agreement and the note. Each agreement will also 
obligate Georgia to pay the fees and charges of 
the Trustee and will provide that Georgia may at 
any time prepay the amount due under the note. 


Each trust indenture will provide that the Revenue 
Bonds issued thereunder will be redeemable (i) at 
any time on or after a date not later than 10 years 
from the date of issuance, in whole or in part, at 
the option of Georgia, initially with a premium of 
up to 3% of the principal amount and declining by 
not less than ¥2 of 1% annually thereafter, and (ii) 
in whole, at the option of Georgia, in certain other 
extenuating cases, such redemption of all such 
outstanding Revenue Bonds to be at the principal 
amount thereof plus accrued interest, but without 
premium. It is proposed that the Revenue Bonds 
will mature from one to 30 years from the first day 
of the month in which they are initially issued and 
may, in the case of a maturity of 15 to 30 years 
and if it is advisable for purpose of the marketabili- 
ty of the Revenue Bonds, be entitled to the benefit 
of mandatory redemption sinking funds calculated 
to retire a portion of the aggregate amount of the 
issue prior to maturity. 


In order to obtain the benefit of ratings for the Rev- 
enue Bonds equivalent to the rating of Georgia’s 
first mortgage bonds outstanding under the inden- 
ture dated as of March 1, 1941 between Georgia 
and Chemical Bank, as supplemented and 
amended (‘‘Mortgage”), Georgia may determine to 
secure its obligations under each note by deliv- 
ering to the Trustee, to be held as collateral, a 
series of its first mortgage bonds (‘‘Collateral 
Bonds’) in principal amount equal to the principal 
amount of the Revenue Bonds. Each series of Col- 
lateral Bonds will be issued under a supplemental 
indenture to the Mortgage to be dated as of the 
first day of the month in which the Collateral 
Bonds are to be issued and delivered, will bear in- 
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terest at a rate equal to the interest rate to be 
borne by the related Revenue Bonds, will mature 
on the maturity date of such Revenue Bonds and 
will be non-transferable by the Trustee. 


The supplemental indenture will provide, however, 
that the obligation of Georgia to make payment 
with respect to the Collateral Bonds will be 
satisfied to the extent that payments are made un- 
der the note sufficient to meet payments when due 
in respect of the related Revenue Bonds. The sup- 
plemental indenture will provide that, upon accel- 
eration by the Trustee of the principal amount of 
all related outstanding Revenue Bonds under the 
trust indenture, the Trustee may demand the man- 
datory redemption of the related Collateral Bonds 
at a redemption price equal to the principal 
amount thereof plus accrued interest, if any, to the 
date fixed for redemption. The supplemental in- 
denture may also provide that, upon the optional 
redemption of the Revenue Bonds, in whole or in 
part, at any time after they have been outstanding 
for a period not longer than ten years, an equal 
principal amount of the Collateral Bonds will be re- 
deemed at an initial premium of up to 3% and 
declining by not less than ¥2 of 1% annually there- 
after. 


The trust indenture will provide that, upon deposit 
with the Trustee of funds sufficient to pay or re- 
deem all or any part of the related Revenue 
Bonds, or upon direction to the Trustee by Georgia 
to so apply funds available therefor, or upon deliv- 
ery of such outstanding Revenue Bonds to the 
Trustee by or for the account of Georgia, the 
Trustee will be obligated to deliver to Georgia, or 
for the account of Georgia, the Collateral Bonds 
then held as collateral in an aggregate principal 
amount equal to the aggregate principal amount of 
such Revenue Bonds for the payment or redemp- 
tion of which such funds have been deposited or 
applied or which shall have been so delivered. 


Because interest accrues in respect of the Collat- 
eral Bonds until satisfied by payments under the 
note, annual interest charges in respect of the Col- 
lateral Bonds will be included in computing the in- 
terest earnings requirement of the Mortgage which 
restricts the amount of first mortgage bonds which 
may be issued and sold to the public in relation to 
Georgia’s net earnings. The Collateral Bonds 
would be issued on the basis of unfunded net 
property additions. 


698/SEC DOCKET 


As an alternative to or in conjunction with Geor- 
gia’s securing its obligations through the issuance 
of the Collateral Bonds, Georgia may cause an ir- 
revocable Letter of Credit of a bank to be delivered 
to the Trustee. The Letter of Credit would be an ir- 
revocable obligation of the bank to pay to the 
Trustee, upon request, up to an amount necessary 
in order to pay the principal of and accrued inter- 
est on the Revenue Bonds when due. Pursuant to 
a separate agreement with the bank, Georgia 
would agree to pay to the bank on demand all 
amounts that are drawn under the Letter of Credit, 
as well as certain fees and expenses. Such deliv- 
ery of the Letter of Credit to the Trustee would ob- 
tain for the Revenue Bonds the benefit of a rating 
equivalent to the credit rating of the bank. In the 
event that the Letter of Credit is delivered to the 
Trustee as an alternative to the issuance of the 
Collateral Bonds, Georgia may also convey to 
each Authority a subordinated security interest in 
the respective pollution contro! facility or other 
property of Georgia as further security for Geor- 
gia’s obligations under the Agreement. Such sub- 
ordinated security interests would be assigned by 
the Authorities to the Trustee. 


As a further alternative to, or in conjunction with, 
securing its obligations under each Agreement 
and note and in order to obtain a “AAA” rating for 
the Revenue Bonds by Standard and poor’s Cor- 
poration, Georgia may cause an insurance compa- 
ny to issue separate policies of insurance guaran- 
teeing the payment when due of the principal of 
and interest on each series of the Revenue Bonds. 
Each such insurance policy would extend for the 
term of the related Revenue Bonds and would be 
non-cancelable by the insurance company for any 
reason. Non-refundable, one-time insurance pre- 
miums for the policies would be fully paid by 
Georgia at the time the policies are issued. In ad- 
dition, Georgia may be obligated to make pay- 
ments of certain specified amounts into separate 
escrow funds and to increase the amounts on de- 
posit in such funds under certain circumstances. 
The amount in each escrow fund would be paya- 
ble to the insurance company as idemnity for any 
amounts paid pursuant to the related insurance 
policy in respect of principal of or interest on the 
related Revenue Bonds. 


If Georgia is unable or determines not to issue the 
Collateral Bonds or to deliver the Letter of Credit 
to the Trustee or to cause insurance policies to be 
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issued, the Revenue Bonds would be issued with- 
out the benefit of such security. In that event 
Georgia may convey to each authority a subordi- 
nated security interest in the respective pollution 
control facility as security for its obligations under 
each note. Such subordinated security interests 
would be assigned by the Authorities to the Trust- 
ee. 


It is contemplated that the Revenue Bonds will be 
sold by the Authorities pursuant to arrangements 
with one or more underwriters. In accordance with 
the laws of the State of Georgia, the interest to be 
borne by the Revenue Bonds will be fixed by the 
Boards of Directors of the Authorities and will be 
either a fixed rate or a rate which will fluctuate in 
accordance with a specified prime or base rate or 
rates, and, if Collateral Bonds are issued, such a 
fluctuating rate will not exceed a specified maxi- 
mum rate or fall below a specified minimum rate. 
While Georgia will not be party to the underwriting 
arrangements for the Revenue Bonds, such ar- 
rangements will provide that the terms of the Rev- 
enue Bonds and their sale by the Authorities shall 
be satisfactory to Georgia. 


The obligations of Georgia under the separate 
Agreements relating to the industrial development 
revenue bonds would be secured by separate 
series of Collateral Bonds. The industrial develop- 
ment revenue bonds would be marketed contem- 
poraneously with the other Revenue Bonds. 
Georgia would grant the Monroe and Burke Coun- 
ty Authorities, respectively, in connection with the 
industrial development revenue bonds, a lien on 
certain property of Georgia other than the pollution 
control facility. Each such lien would be subordi- 
nate to the lien of the Mortgage and will be as- 
signed by the respective Authority to the Trustee. 


The application-declaration and any amendments 
thereto are available for public inspection through 
the Commission's Office of Public Reference. In- 
terested persons wishing to comment or request a 
hearing should submit their views in writing by 
September 14, 1981, to the Secretary, Securities 
and Exchange Commission, Washington, D.C. 
20549, and serve a copy on the applicants- 
declarants at the addresses specified above. 
Proof of service (by affidavit or, in case of an attor- 
ney at law, by certificate) should be filed with the 
request. Any request for a hearing shall identify 
specifically the issues of fact or law that are 
disputed. A person who so requests will be notified 
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of any hearing, if ordered, and will receive a copy 
of any notice or order issued in this matter. After 
said date, the application-declaration, as filed or 
as it may be amended, may be granted and 
permitted to become effective. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 
Release No. 22175/August 24, 1981 


In the Matter of 


NEW ENGLAND ENERGY INCORPORATED 
NEW ENGLAND POWER COMPANY 

NEW ENGLAND ELECTRIC SYSTEM 
Westborough, Massachusetts 


(70-6621) 


ORDER AUTHORIZING ISSUANCE AND SALE 
OF UP TO $400 MILLION OF NOTES TO BANKS 


New England Electric System (“NEES”), a regis- 
tered holding company, New England Energy In- 
corporated (“NEEI’), a fuel subsidiary of NEES, 
and New England Power Company (“NEP”) the 
generation and transmission subsidiary of NEES 
system, have filed a declaration with this Commis- 
sion pursuant to Sections 6(a), 7, and 12(b) of the 
Public Utility Holding Company Act of 1935 (“Act”) 
and Rule 45 thereunder. 


In order to finance its oil and gas exploration and 
development activities for the next several years, 
NEEI intends to enter into a credit agreement 
(“Credit Agreement’) with the Bank of Montreal 
and Citibank, N.A., as agents, under which NEEI 
proposes to issue and sell up to $400 million of 
notes bearing interest at various alternative rates 
as provided in the Credit Agreement. It is stated 
that the various interest rates offered are substan- 
tially lower than those under NEEI’s present bank 
loan. The Credit Agreement has two parts. 
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Tranche A is a Revolving Credit/Term Loan Agree- 
ment: NEEI may borrow money under the Revolv- 
ing Credit period through December 31, 1984, with 
the option to extend the Revolving Credit period 
through either December 31, 1985, or December 
31, 1986. At the expiration of the Revolving Credit 
period, NEEI’s borrowings thereunder shall be 
converted into a five-year Term Loan. As security 
for the Revolving Credit/Term Loan under Tranche 
A, NEEI will assign to the banks its rights under its 
Fuel Purchase Contract with NEP and its Capital 
Funds Agreement and Loan Agreement with 
NEES. These agreements are proposed to be 
amended so that they will remain in effect through- 
out the life of the Credit Agreement. Tranche B is 
a production loan to be secured by a mortgage to 
the banks of NEEIl’s partnership interests in se- 
lected oil and gas properties and an assignment of 
the net proceeds of the production of those prop- 
erties. It will operate as a Revolving Credit for 18 
months, at which time the outstanding borrowings 
will be converted into a 5-2 year Term Loan. The 
Revolving Credit period may be extended subject 
to semi-annual review. 


The Federal Funds Rate, LIBOR, or prime rate op- 
tions under Tranche A Revolving Credit Agree- 
ment assuming recent rates for these options 
would result in an effective cost of borrowing of 
18.88%, 19.60%, 20.50%, respectively. The effec- 
tive interest rates for these options under the Term 
Loan Agreement assuming recent rates would be 
19.26%, 19.98% and 20.875%, respectively. The 
Federal Funds Rate, LIBOR, or prime options un- 
der Tranche B Revolving Credit Agreement as- 
suming recent rates for these options would result 
in an effective cost of borrowing of 19.26%, 
19.98% or 20.75%, respectively. The effective in- 
terest rates for these options under the Term Loan 
Agreement assuming recent rates would be 
19.39%, 20.11%, and 21.00%, respectively. 


The fees and expenses incurred by NEEI in con- 
nection with the proposed transactions are esti- 
mated not to exceed $176,000. No state or federal 
commission, other than this Commission, has ju- 
risdiction over the proposed transactions. 


Due notice of the filing of said declaration has 
been given in the manner prescribed in Rule 23 
promulgated under the Act (HCAR No. 22137), 
and no hearing has been requested of or ordered 
by the Commission. Upon the basis of the facts in 
the record, it is hereby found that the applicable 
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standards of the Act and the rules thereunder are 
satisfied: 


IT iS ORDERED, pursuant to the applicable provi- 
sions of the Act and rules thereunder, that said 
declaration be, and it hereby is, permitted to be- 
come effective forthwith, subject to the terms and 
conditions prescribed in Rule 24 promulgated un- 
der the Act. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 
Release No. 22176/August 24, 1981 


In the Matter of 


MONONGAHELA POWER COMPANY 
Fairmont, West Virginia 


THE POTOMAC EDISON COMPANY 
Hagerstown, Maryland 


WEST PENN POWER COMPANY 
Greensburg, Pennsylvania 


(70-6618) 


ORDER AUTHORIZING SUBLEASE OF COAL 
CARS 


Monongahela Power Company (‘Monongahela’), 
The Potomac Edison Company (‘‘Potomac 
Edison”), and West Penn Power Company (‘West 
Penn’), public utility subsidiaries of Allegheny 
Power System, Inc. (“APS”), a registered holding 
company, have filed an application with this Com- 
mission pursuant to Sections 9 (a) and 10 of the 
Public Utility Holding Company Act of 1935 
(‘Act’). 


The proposed transactions involve the sublease 
by Monongahela, Potomac Edison, and West 
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Penn (“APS Companies”) of certain railroad coal 
cars which had been acquired in 1975 by the APS 
Companies under a long-term lease (File No. 
70-5657). The coal cars were orgianally obtained 
to transport low-sulfur coal to the Harrison 
generating station at Shinnston, West Virginia, 
which station is jointly owned by the APS Com- 
panies. It was believed that large amounts of low 
sulfur coal would have to be delivered to the 
Harrison station from sources outside of West 
Virginia in order to permit blending of coal to meet 
then applicable sulfur emission standards. It is 
stated that the applicable sulfur emission 
standards for the Harrison station are in a state of 
transition, and it now appears that the cars to be 
subleased will not be required and indeed may not 
be able to be used on an economic basis for 
movements of low sulfur coal to the Harrison sta- 
tion. 


Each of the APS Companies proposes to lease its 
undivided interest (West Penn—50%, Monon- 
gahela and Potomac Edison—25% each) in 103 
hopper-type railroad cars to North American Car 
Corporation (“NAC”) a non-associate company, 
for a term commencing as soon as practicable and 
terminating on or about June 17, 1983. NAC will 
have the option to renew the lease for two addi- 
tional years at the same rate and for an additional 
year at a rate to be determined by the APS 
Companies. Either party has the right, however, to 
terminate the sublease upon six months prior writ- 
ten notice to the other at any time after 24 months 
from acceptance of the coal cars by NAC. NAC will 
pay a lease rental of $8.60 per day for each car for 
each day of the sublease. In addition, NAC will 
make all repairs, perform all maintenance, and do 
any and all other things required to be done by the 
APS Companies under its lease. 


The fees and expenses to be incurred in connec- 
tion with the proposed transactions are estimated 
not to exceed $3,000. The sublease by Monon- 
gahela and Potomac Edison of each of their inter- 
ests in the hopper cars has been authorized by the 
West Virginia Public Service Commission. No oth- 
er state or federal commission, other than this 
Commission, has jurisdiction over the proposed 
transactions. 


Due notice of the filing of said application has 
been given in the manner prescribed in Rule 23 
promulgated under the Act (HCAR No. 22105), 
and no hearing has been requested of or ordered 
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by the Commission. Upon the basis of the facts in 
the record, it is hereby found that the applicable 
standards of the Act and rules thereunder are 
satisfied: 


IT IS ORDERED, pursuant to the applicable provi- 
sions of the Act and rules thereunder, that said ap- 
plication, as amended, be, and it hereby is, 
granted, effective forthwith, subject to the terms 
and conditions prescribed in rule 24 promulgated 
under the Act. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 
Release No. 22177/August 25, 1981 


In the Matter of 


GENERAL PUBLIC UTILITIES CORPORATION 
100 Interpace Parkway 
Parsippany, New Jersey 07054 


(70-5920) 


NOTICE OF PROPOSED ISSUANCE AND SALE 
OF NOTES: PLEDGE OF COMMON STOCK 


General Public Utilities (“GPU”), a registered 
holding company, has filed a post-effective 
amendment to its application-declaration previous- 
ly filed and amended pursuant to Sections 6, 7, 9 
and 10 of the Public Utility Holding company Act of 
1935 (‘Act’) and Rule 44 thereunder. 


By order dated December 1, 1976 (HCAR No. 
19778), GPU was authorized to borrow up to 
$50,000,000 from five banks (‘Banks’) pursuant 
to a Loan Agreement involving the issuance of 
GPU’s unsecured serial notes. The borrowings 
were repayable in semi-annual installments of 
$2,750,000, commencing June 30, 1977 and a fi- 
nal installment of $14,250,000 payable on Decem- 
ber 31, 1983. The borrowings bore interest rates 
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ranging from 115% to 120% of the lending Banks’ 
prime rates and required no compensating bal- 
ances. 


By order dated March 21, 1979 (HCAR No. 
20965), GPU was authorized to amend the Loan 
Agreement and the related promissory notes to 
permit an increase in the semi-annual principal in- 
stallments from $2,750,000 to $3,900,000 and a 
reduction of the interest rate of 106% of the prime 
rate. 


By order dated June 19, 1979 (HCAR No. 21107), 
GPU was authorized to amend the Loan Agree- 
ment to provide for the cancellation of the then 
outstanding $39,000,000 principal amount of 
promissory notes and the issuance of new promis- 
sory notes to the Banks in a like principal amount 
which would mature October 1, 1981 and bear in- 
terest, payable monthly, at a fluctuating rate per 
annum equal to 108% of the higher of (i) the base 
rate of Citibank, N.A. or (ii) Y2 of 1% above the lat- 
est three week moving average of offering rates 
for three month certificates of deposit of major 
banks (‘Alternate Base Rate’). The borrowings re- 
quired no compensating balances. GPU was au- 
thorized to secure the promissory notes under the 
terms of a stock pledge agreement under which 
GPU pledges as collateral all of the common stock 
of its subsidiaries, Jersey Central Power & Light 
Company, Metropolitan Edison Company, Penn- 
sylvania Electric Company and GPU Service Cor- 
poration (“Subsidiaries”). 


GPU now proposes to further amend the Loan 
Agreement on or before October 1, 1981 to issue 
to the Banks $39,000,000 in aggregate principal 
amount of new promissory notes (“New Notes’) to 
replace the promissory notes presently outstand- 
ing and maturing on October 1, 1981. The New 
Notes would (a) mature on December 31, 1982, 
(b) bear interest at a fluctuating rate per annum 
equal to 107% of the Alternate Bank Rate and (c) 
provide for amortization of the principal designed 
to repay all outstanding indebtedness by Decem- 
ber 31, 1982. The New Notes would be secured by 
a pledge of the common stock of the Subsidiaries 
under an amended stock pledge agreement. 


The amended application-declaration and any 
amendments thereto are available for public in- 
spection through the Commission’s Office of Pub- 
lic Reference. Interested persons wishing to com- 
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ment or request a hearing should submit their 
views in writing by September 18, 1981, to the 
Secretary, Securities and Exchange Commission, 
Washington, D.C. 20549, and serve a copy on the 
applicant-declarant at the address specified 
above. Proof of service (by affidavit or, in case of 
an attorney at law, by certificate) should be filed 
with the request. Any request for a hearing shall 
identify specifically the issues of fact or law that 
are disputed. A person who so requests will be 
notified of any hearing, if ordered, and will receive 
a copy of any notice or order issued in this matter. 
After said date, the amended application- 
declaration, as filed or as it may be further 
amended, may be granted and permitted to be- 
come effective. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 








TRUST INDENTURE ACT OF 1939 





TRUST INDENTURE ACT OF 1939 
Release No. 650A/August 26, 1981 


The Securities and Exchange Commission has is- 
sued an order under the Trust Indenture Act of 
1939 (‘‘the Act’) correcting an application on Pub- 
lic Service Electric and Gas Company, exempting 
its First and Refunding Mortgage Bonds, 15-7%% 
Series N due 1991, (the “Bonds’’) from the provi- 
sions of section 316(a)(1) of the Act. This order in- 
dicates the change of the maturity date of the 
Bonds from 2011 to 1991. 
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INVESTMENT COMPANY ACT OF 1940 
Release No. 11915/August 21, 1981 


In the Matter of 


SENTINEL CASH MANAGEMENT FUND, INC. 
National Life Drive 
Montpelier, Vermont 05602 


(812-4898) 


NOTICE OF FILING OF APPLICATION FOR AN 
ORDER PURSUANT TO SECTION 6(c) OF THE 
ACT EXEMPTING APPLICANT FROM THE PRO- 
VISIONS OF SECTION 2(a)(41) OF THE ACT 
AND RULES 2a-4 AND 22c-1 THEREUNDER 


NOTICE IS HEREBY GIVEN that Sentinel Cash 
Management Fund, Inc. (“Applicant”), a registered 
open-end, diversified, management investment 
company, filed an application on June 22, 1981, 
requesting an order of the Commission, pursuant 
to Section 6(c) of the Investment Company Act of 
1940 (“Act”), exempting Applicant from the provi- 
sions of Section 2(a) (41) of the Act and Rules 
2a-—4 and 22c-—1 thereunder, to the extent neces- 
sary to permit Applicant to value the assets of its 
initial series, Sentinel Cash Management Fund, 
Inc. (“Fund”), using the amortized cost method of 
valuation. All interested persons are referred to 
the application on file with the Commission for a 
statement of the representations contained there- 
in, which are summarized below. 


Applicant states that it is a Maryland corporation 
structured as a “series company” with one initial 
series of shares, those of the Fund. Applicant fur- 
ther represents that the Fund is to be a “money 
market” fund designed as an investment vehicle 
for investors who are seeking to earn a high level 
of income and to minimize fluctuations in the value 
of their investment while retaining the flexibility to 
liquidate their investment at any time. Applicant 
states that the objective of the Fund is to seek to 
achieve as high a rate of current income as is con- 
sistent with preservation of capital and mainte- 
nance of liquidity by investing in a portfolio of a va- 
riety of money market instruments. To realize this 
objective the Fund’s portfolio may be invested in a 
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wide variety of short-term money market instru- 
ments consisting of securities issued or guaran- 
teed by the United States Government or its 
agencies, authorities or instrumentalities; bankers’ 
acceptances and certificates of deposit, including 
those issued by domestic banks, and savings and 
loan associations and dollar denominated obliga- 
tions of foreign branches of United States banks 
and United States branches of foreign banks; and 


high grade commercial paper or other corporate 
obligations. 


As here pertinent, Section 2(a) (41) of the Act de- 
fines value to mean: (1) with respect to securities 
for which market quotations are readily available, 
the market value of such securities, and (2) with 
respect to other securities and assets, fair value 
as determined in good faith by an investment com- 
pany’s board of directors. 


Rule 22c-—1 provides, in part, that no registered in- 
vestment company or principal underwriter there- 
for issuing any redeemable security shall sell, re- 
deem or repurchase any such security except at a 
price based on the current net asset value of such 
security which is next computed after receipt of a 
tender of such security for redemption or of an or- 
der to purchase or to sell such security. 


Rule 2a—4 provides, as here relevant, that the cur- 
rent net asset value of a redeemable security is- 
sued by a registered investment company used in 
computing its price for the purpose of distribution, 
redemption and repurchase shall be an amount 
which reflects calculations made substantially in 
accordance with the provisions of that rule, with 
estimates used where necessary or appropriate. 
Rule 2a—4 further states that portfolio securities 
with respect to which market quotations are readi- 
ly available shall be valued at current market 
value, and that other securities and assets shall 
be valued at fair value as determined in good faith 
by an investment company’s board of directors. 
Prior to the filing of the application, the Commis- 
sion expressed its view that, among other things, 
Rule 2a—4 under the Act requires that portfolio in- 
struments of “money market” funds be valued with 
reference to market factors, and it would be incon- 
sistent generally with the provisions of Rule 2a—4 
for a “money market” fund to value its portfolio in- 
struments on an amortized cost basis (Investment 
Company Act Release No. 9786, May 31, 1977). 


According to the application, Applicant’s board of 
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directors has determined in good faith that, absent 
unusual or extraordinary circumstances, the amor- 
tized cost method of valuing the portfolio securi- 
ties of the Fund is appropriate and in Applicant's 
best interests and will reflect the fair value of such 
securities. Applicant also avers that its board of di- 
rectors is of the view that it will be advantageous 
to shareholders of the Fund to have the conven- 
iences and advantages of the stable purchase and 
redemption price of $1.00 per share which the 
amortized cost method of valuing portfolio securi- 
ties would provide. Applicant submits that its use 
of the amortized cost method of valuing the portfo- 
lio securities of the Fund, subject to certain condi- 
tions to which it agrees, will benefit those share- 
holders by enabling the Fund to maintain a $1.00 
per share purchase and redemption price. 


Section 6(c) of the Act provides, in part, that upon 
application the Commission may conditionally or 
unconditionally exempt any person, security, or 
transaction or any class or classes of persons, se- 
curities, or transactions, from any provisions of the 
Act or of any rule or regulation thereunder, if and 
to the extent that such exemption is necessary or 
appropriate in the public interest and consistent 
with the protection of investors and the purposes 
fairly intended by the policy and provisions of the 
Act. 


Applicant states that it believes the granting of the 
requested exemption by the Commission is appro- 
priate in the public interest and consistent with the 
protection of investors and the purposes fairly in- 
tended by the policy and provisions of the Act. Ac- 
cordingly, Applicant requests that an order be 
granted to exempt Applicant from Section 2(a) (41) 
and Rules 2a—4 and 22c-1 under the Act to the 
extent necessary to permit it to maintain a $1.00 
per share purchase and redemption price for 
shares of the Fund by means of the amortized cost 
method of portfolio valuation. If the requested ex- 
emptions are granted by the Commission, Appli- 
cant agrees to adhere to the following conditions: 


1. In supervising the Fund’s operations and 
delegating special responsibilities involving man- 
agement of the Fund’s portfolio to Applicant’s in- 
vestment adviser, Applicant's management—as a 
particular responsibility within the overall duty of 
care owed to its shareholders—to establish proce- 
dures reasonably designed, taking into account 
current market conditions and the Fund's invest- 
ment objectives, to stabilize the Fund’s net asset 
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value per share, as computed for the purpose of 
distribution, redemption and repurchase, at $1.00 
per share. 


2. Included within the procedures to be adopted by 
the board of directors shall be the following: 


(a) Review by Applicant’s board of directors, as it 
deems appropriate and at such intervals as are 
reasonable in light of current market asset value 
per share of the Fund as determined by using 
available market quotations from the $1.00 amor- 
tized cost price per share, and the maintenance of 
records of such review." 


(b) In the event such deviation from the $1.00 
amortized cost price per share of the Fund ex- 
ceeds 2 of 1 percent, a requirement that the di- 
rectors will promptly consider what action, if any, 
should be initiated. 


(c) Where Applicant’s board of directors believes 
the extent of any deviation from the Fund’s $1.00 
amortized cost price per share may result in mate- 
rial dilution or other unfair results to investors or 
existing shareholders, it shall take such action as 
it deems appropriate to eliminate or to reduce to 
the extent reasonably practicable such dilution or 
unfair results, which may include: redeeming 
shares in kind; selling portfolio instruments prior to 
maturity to realize capital gains or losses, or to 
shorten the Fund’s average maturity of portfolio in- 
struments; withholding dividends; or utilizing a net 
asset value per share as determined by using 
available market quotations. 


3. Applicant will cause the Fund to maintain a 
dollar-weighted average portfolio maturity appro- 
priate to its objective of maintaining a stable net 
asset value per share for the Fund; provided, how- 
ever, that the Fund will not (a) purchase any in- 





'To fulfill this condition, Applicant intends to use 
actual quotations or estimates of market value re- 
flecting current market conditions chosen by its 
board of directors in the exercise of its discretion 
to be appropriate indicators of value which may in- 
clude, inter alia, (1) quotations or estimates of 
market value for individual portfolio instruments, or 
(2) values obtained from yield data relating to 
classes of money market instruments published by 
reputable sources. 
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strument with a remaining maturity of greater than 
one year, or (b) maintain a dollar-weighted aver- 
age portfolio maturity which exceeds 120 days.? 


4. Applicant will record, maintain, and preserve 
permanently in an easily accessible place a writ- 
ten copy of the procedures (and any modifications 
thereto) described in paragraph 1 above, and will 
record, maintain and preserve for a period of not 
less than six years (the first two years in an easily 
accessible place) a written record of the directors’ 
meetings. The documents preserved pursuant to 
this condition shall be subject to inspection by the 
Commission in accordance with Section 31(b) of 
the Act, as if such documents were records re- 
quired to be maintained pursuant to rules adopted 
under Section 31(a) of the Act. 


5. Applicant will limit the portfolio investments of 
the Fund, including repurchase agreements, to 
those United States dollar-denominated instru- 
ments which the directors determine present mini- 
mal credit risks, and which are of “high quality” as 
determined by any major rating service or, in the 
case of any instrument that is not rated, of compa- 
rable quality as determined by Applicant's direc- 
tors. 


6. Applicant will include in each of its quarterly re- 
ports, as an attachment to Form N-1Q, a state- 
ment as to whether any action pursuant to para- 
graph 2(c) above was taken during the preceding 
fiscal quarter and, if any such action was taken, 
will describe the nature and circumstances of such 
action. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than September 15, 1981, at 
5:30 p.m., submit to the Commission in writing a 
request for a hearing on the application accom- 
panied by a statement as to the nature of his inter- 
est, the reason for such request, and the issues, if 
any, of fact or law proposed to be controverted, or 
he may request that he be notified if the Commis- 





2In fulfilling this condition, if the disposition of a 
portfolio security results in a dollar-weighted aver- 
age portfolio maturity in excess of 120 days, the 
Fund will invest its available cash in such a man- 
ner as to reduce its dollar-weighted average port- 
folio maturity to 120 days or less as soon as rea- 
sonably practicable. 
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sion shall order a hearing thereon. Any such com- 
munication should be addressed: Secretary, Secu- 
rities and Exchange Commission, Washington, 
D.C. 20549. A copy of such request shall be 
served personally or by mail upon Applicant at the 
address stated above. Proof of such service (by 
affidavit or, in the case of an attorney-at-law, by 
certificate) shall be filed contemporaneously with 
the request. As provided by Rule 0-5 of the Rules 
and Regulations promulgated under the Act, an or- 
der disposing of the application will be issued as 
of course following said date unless the Commis- 
sion thereafter orders a hearing upon request or 
upon the Commission’s own motion. Persons who 
request a hearing, or advice as to whether a hear- 
ing is ordered, will receive any notices and orders 
issued in this matter, including the date of the 
hearing (if ordered) and any postponements there- 
of. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11916/August 21, 1981 


In the Matter of 


MFS SEPARATE ACCOUNT MONEY MARKET 
TRUST 

200 Berkeley Street 

Boston, Massachusetts 02116 


(812-4937) 


NOTICE OF FILING OF APPLICATION FOR AN 
ORDER PURSUANT TO SECTION 6(c) OF THE 
ACT EXEMPTING APPLICANT FROM THE PRO- 
VISIONS OF SECTION 2(a) (41) OF THE ACT 
AND RULES 2a-4 AND 22c-1 THEREUNDER 


NOTICE IS HEREBY GIVEN that MFS Separate 
Account Money market Trust (‘Applicant’), a reg- 
istered open-end, diversified, management invest- 
ment company, filed an application on August 5, 
1981, requesting an order of the Commission, pur- 
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suant to Section 6(c) of the Investment Company 
Act of 1940 (‘Act’) and Rules 2a—4 and 22c-1 
thereunder, to the extent necessary to permit Ap- 
plicant to value its assets using the amortized cost 
method of valuation. All interested persons are 
referred to the application on file with the Commis- 
sion for a statement of the representations con- 
tained therein, which are summarized below. 


Applicant was established under Massachusetts 
law as a Massachusetts business trust under a 
declaration of trust dated June 30, 1981. Massa- 
chusetts Financial Services Company acts as Ap- 
plicant’s investment adviser. Applicant’s invest- 
ment objectives are to seek as high a level of 
current income as is considered consistent with 
the preservation of capital and liquidity by in- 
vesting in a variety of money market instruments. 


As here pertinent, Section 2(a) (41) of the Act de- 
fines value to mean: (1) with respect to securities 
for which market quotations are readily available, 
the market value of such securities, and (2) with 
respect to other securities and assets, fair value 
as determined in good faith by an investment com- 
pany’s board of trustees. Rule 22c—1 provides, in 
part, that no registered investment company or 
principal underwriter therefor issuing any redeem- 
able security shall sell, redeem or repurchase any 
such security except at a price based on the cur- 
rent net asset value of such security which is next 
computed after receipt of a tender of such security 
for redemption or of an order to purchase or to sell 
such security. Rule 2a—4 provides, as here rele- 
vant, that the current net asset value of a redeem- 
able security issued by a registered investment 
company used in computing its price for the pur- 
pose of distribution, redemption and repurchase 
shall be an amount which reflects calculations 
made substantially in accordance with the provi- 
sions of that rule, with estimates used where nec- 
essary or appropriate. Rule 2a-—4 further states 
that portfolio securities with respect to which mar- 
ket quotations are readily available shall be valued 
at current market value, and that other securities 
and assets shall be valued at fair value as deter- 
mined in good faith by an investment company’s 
board of trustees. Prior to the filing of the applica- 
tion, the Commission expressed its view that, 
among other things, Rule 2a—4 under the Act re- 
quires that portfolio instruments of “money mar- 
ket” funds be valued with reference to market fac- 
tors, and it would be inconsistent generally with 
the provisions of Rule 2a—4 for a “money market’ 
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fund to value its portfolio instruments on an amor- 
tized cost basis (Investment Company Act Re- 
lease No. 9786, May 31, 1977). 


Section 6(c) of the Act provides, in part, that upon 
application the Commission may conditionally or 
unconditionally exempt any person, security, or 
transaction, or any classes of persons, securities, 
or transactions, from any provision or provisions of 
the Act or of any rule or regulation thereunder, if 
and to the extent that such exemption is necessa- 
ry or appropriate in the public interest and consist- 
ent with the protection of investors and the pur- 
poses fairly intended by the policy and provisions 
of the Act. 


Applicant requests an order of the Commission 
pursuant to Section 6(c) of the Act, exempting it 
from the provisions of Section 2(a) (41) and Rules 
2a—4 and 22c-1 to the extent necessary to permit 
it to use the amortized cost method of valuation for 
all its portfolio securities. In support of its request, 
Applicant submits that many of its potential inves- 
tors require an investment vehicle that offers a 
constant net asset value per share and a relatively 
smooth steam of investment income. Applicant 
states that use of the amortized cost method of 
valuation will permit it to provide investment vehi- 
cles with those features. In addition, Applicant rep- 
resents that its board of trustees has determined 
that, absent unusual circumstances, amortized 
cost will represent the fair value of its portfolio se- 
curities. Applicant maintains that the exemptions 
they request satisfy the exemptive standard set 
forth in Section 6(c) of the Act. In addition, Appli- 
cant consents to the imposition of the following 
conditions to any order granting it the requested 
relief: 


1. In supervising Applicant’s operations and 
delegating special responsibilities involving portfo- 
lio management to Applicant's investment adviser, 
the board of trustees of Applicant undertakes—as 
a particular responsibility within the overall duty of 
care owned to its shareholders—to establish pro- 
cedures reasonably designed, taking into account 
current market conditions and Applicant's invest- 
ment objectives, to stabilize Applicant's net asset 
value per share, as computed for the purpose of 
distribution, redemption and repurchase, at $1.00 
per share. 


2. Included within the procedures to be adopted by 
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the board of trustees of Applicant shall be the fol- 
lowing: 


(a) Review by the board of trustees, as it deems 
appropriate and at such intervals as are rea- 
sonable in light of current market conditions, to 
determine the extent of deviation, if any, of the 
net asset value per share as determined by 
using available market quotations from the 
$1.00 amortized cost price per share, and the 
maintenance of records of such review.' 


(b) In the event such deviation from the $1.00 
amortized cost price per share exceeds ‘2 of 1 
percent, a requirement that the board of trust- 
ees will promptly consider what action, if any, 
should be initiated by it. 


(c) Where the board of trustees believes the ex- 
tent of any deviation from the $1.00 amortized 
cost price per share may result in material dilu- 
tion or other unfair results to investors or ex- 
isting shareholders, it shall take such action as 
it deems appropriate to eliminate or to reduce 
to the extent reasonably practicable such dilu- 
tion or unfair results, which may include: re- 
deeming shares in kind; selling portfolio instru- 
ments prior to maturity to realize capital gains 
or losses, or to shorten the average maturity of 
portfolio instruments; withholding dividends; or 
utilizing a net asset value per share as deter- 
mined by using available market quotations. 


3. Applicant will maintain a dollar-weighted aver- 
age portfolio maturity appropriate to its objective 
of maintaining a stable net asset value per share; 
provided, however, that Applicant will not (a) pur- 
chase any instrument with a remaining maturity of 
greater than one year, or (b) maintain a dollar- 





'To fulfill this condition, Applicant intends to use 
actual quotations or estimates of market value re- 
flecting current market conditions chosen by the 
board of trustees in the exercise of its discretion to 
be appropriate indicators of value which may in- 
clude, inter alia, (1) quotations or estimates of 
market value for individual portfolio instruments, or 
(2) values obtained from yield data relating to 
classes of money market instruments published by 
reputable sources. 
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weight average portfolio maturity which exceeds 
120 days.? 


4. Applicant will record, maintain, and preserve 
permanently in an easily accessible place a writ- 
ten copy of the procedures (and any modifications 
thereto) described in paragraph 1 above, and will 
record, maintain and preserve for a period of not 
less than six years (the first two years in an easily 
accessible place) a written connection with the 
discharge of their responsibilities, as set forth 
above, to be included in the minutes of the board 
of trustees’ meetings. The document preserved 
pursuant to this condition shall be subject to in- 
spection by the Commission in accordance with 
Section 31(b) of the Act, as if such documents 
were records required to be maintained pursuant 
to rules adopted under Section 31(a) of the Act. 


5. Applicant will limit its portfolio investments, 
including repurchase agreements, to those United 
States dollar-denominated instruments which its 
board of trustees determines present minimal 
credit risks, and which are of “high quality” as de- 
termined by any major rating service or, in the 
case of any instrument that is not rated, of compa- 
rable quality as determined by its board of trust- 
ees. 


6. Applicant will include in each quarterly report, 
as an attachment to Form N-1Q, a statement as 
to whether any action pursuant to paragraph 2(c) 
above was taken during the preceding fiscal quar- 
ter and, if any such action was taken, will describe 
the nature and circumstances of such action. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than September 15, 1981, at 
5:30 p.m., submit to the Commission in writing a 
request for a hearing on the application accom- 
panied by a statement as to the nature of his inter- 
est, the reason for such request, and the issues, if 
any, of fact or law proposed to be controverted, or 
he may request that he be notified if the Commis- 





2In fulfilling this condition, if the disposition of a 
portfolio security results in a dollar-weighted aver- 
age portfolio maturity in excess of 120 days, Appli- 
cant will invest available cash in such a manner as 
to reduce the dollar-weighted average portfolio 
maturity to 120 days or less as soon as reasona- 
bly practicable. 
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sion shall order a hearing thereon. Any such com- 
munication should be addressed: Secretary, Secu- 
rities and Exchange Commission, Washington, 
D.C. 20549. A copy of such request shall be 
served personally or by mail upon Applicant at the 
address stated above. Proof of such service (by 
affidavit or, in the case of an attorney-at-law, by 
certificate) shall be filed contemporaneously with 
the request. As provided by Rule 0-5 of the Rules 
and Regulations promulgated under the Act, an or- 
der disposing of the application will be issued as 
of course following said date unless the Commis- 
sion thereafter orders a hearing upon request or 
upon the Commission’s own motion. Persons who 
request a hearing, or advice as to whether a hear- 
ing is ordered, will receive any notices and orders 
issued in this matter, including the date of the 
hearing (if ordered) and any postponements there- 
of. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11917/August 24, 1981 


In the Matter of 


FIRST INVESTORS TAX EXEMPT FUND, INC. 
120 Wall Street 
New York, NY 10005 


(812-4889) 


ORDER PURSUANT TO SECTION 11(a) OF THE 
ACT APPROVING THE TERMS OF CERTAIN 
OFFERS OF EXCHANGE AND PURSUANT TO 
SECTION 6(c) OF THE ACT EXEMPTING APPLI- 
CANT FROM THE PROVISIONS OF SECTION 
22(d) OF THE ACT 


First Investors Tax Exempt Fund, Inc. (‘Appli- 
cant’), registered under the Investment Company 
Act of 1940 (‘Act’) as an open-end, diversified, 
management investment company, filed an appli- 
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cation on June 9, 1981, and an amendment there- 
to on July 7, 1981, for an order pursuant to Sec- 
tion 11(a) of the Act, approving the terms of 
certain proposed exchanges at other than relative 
net asset values and, pursuant to Section 6(c) of 
the Act to permit the sale of shares at a reduced 
sales charge to participants in a reinvestment pro- 
gram proposed to be offered to unitholders of New 
York Insured Municipal Bond Trust Series 1 and 
Subsequent Series (“NY/IMBT”), and unitholders 
of Pennsylvania Insured Municipal Bond Trust 
Series 1 (“P/IMBT’”), unit investment trusts regis- 
tered under the Act (‘“NY/IMBTT and P/IMBT are 
hereinafter collectively referred to as the 
“Trusts’). 


On July 24, 1981, a notice (Investment Company 
Act Release No. 11869) was issued of the filing of 
said application. The notice gave interested per- 
sons an opportunity to request a hearing and stat- 
ed that an order disposing of the application would 
be issued as of course unless a hearing should be 
ordered. No request for a hearing has been filed, 
and the Commission has not ordered a hearing. 


The matter having been considered, it is found 
that the granting of the requested exemptions is 
appropriate in the public interest and consistent 
with the protection of investors and the purposes 
fairly intended by the policy and provisions of the 
Act. Accordingly, 


IT IS ORDERED, pursuant to Section 11(a) that 
the terms of the proposed offers of exchange at 
other than relative net asset values, be, and here- 
by are, approved, effective forthwith. 


IT IS FURTHER ORDERED, pursuant to Section 
6(c) of the Act, that the application for exemption 
from the provisions of Section 22(d) of the Act, to 
the extent requested, be, and hereby is, granted, 
effective forthwith. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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INVESTMENT COMPANY ACT OF 1940 
Release No. 11918/August 24, 1981 


In the Matter of 


ALPHA CASH MANAGEMENT FUND, INC. 
Suite 500 

2 Piedmont Center, N.E. 

Atlanta, Georgia 30363 


(812-4899) 


NOTICE OF FILING OF AN APPLICATION PUR- 
SUANT TO SECTION 6(c) OF THE ACT FOR AN 
ORDER OF EXEMPTION FROM THE PROVI- 
SIONS OF SECTION 2(a) (41) OF THE ACT AND 
RULES 2a-4 AND 22c-1 THEREUNDER 


NOTICE IS HEREBY GIVEN that Alpha Cash 
Management Fund, Inc. (the “Applicant’), regis- 
tered under the Investment Company Act of 1940 
(“Act”) as an open-end, diversified management 
investment company, filed an application on June 
19, 1981 and an amendment thereto on August 
11, 1981, requesting an order of the Commission, 
pursuant to Section 6(c) of the Act, exempting the 
Applicant from the provisions of Section 2(a) (41) 
of the Act and Rules 2a—4 and 22c-—1 thereunder 
to the extent necessary to permit the Applicant to 
calculate its net asset value per share for all 
classes of shares representing investments exclu- 
sively in money market securities using the amor- 
tized cost method of valuing portfolio securities. 
All interested persons are referred to the applica- 
tion on file with the Commission for a statement of 
the representations contained therein, which are 
summarized below. 


The Applicant represents that it was organized as 
a Georgia business corporation on June 12, 1981. 
Pursuant to the Applicant's Articles of Incorpora- 
tion, it is authorized to issue ten separate classes 
of voting common stock which, when issued, will 
each represent an investment in a different portfo- 
lio of securities. The Applicant presently intends to 
issue shares of two classes of stock which will rep- 
resent two different portfolios of money market in- 
struments, but it may also issue shares of subse- 
quent classes of common stock representing 
investments exclusively in money market instru- 
ments. The Applicant further represents that its in- 
vestment objectives with respect to each such 
“money market class” will be the maximization of 
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current income to the extent consistent with the 
preservation of capital and the maintenance of li- 
quidity by investing in specified types of money 
market instruments maturing in one year or less 
from the date of acquisition. The Applicant states 
that the Class A Common Stock (Money Market 
Portfolio) will consist of a portfolio of obligations 
issued or guaranteed by the United States Gov- 
ernment or its agencies, authorities or instrumen- 
talities; time deposits, certificates of deposit and 
bankers’ acceptances of banks (including dollar 
denominated obligations of foreign branches of 
U.S. banks and U.S. branches of foreign banks); 
high-grade commercial paper; other high-grade 
corporate obligations; and repurchase agreements 
with respect to such of the foregoing obligations to 
which repurchase obligations are available. The 
Applicant states that the Class B Common Stock 
(Government Securities Portfolio) will be restricted 
to a portfolio of obligations issued or guaranteed 
by the United States Government or its agencies, 
authorities and instrumentalities, and repurchase 
obligations with respect to such obligations. 
Montag & Caldwell, Inc., serves as the Applicant's 
investment adviser. 


As here pertinent, Section 2(a)(41) of the Act de- 
fines value to mean: (1) with respect to securities 
for which market quotations are readily available, 
the market value of such securities, and (2) with 
respect to other securities and assets, fair value 
as determined in good faith by the board of direc- 
tors. Rule 22c—1 adopted under the Act provides, 
in part, that no registered investment company or 
principal underwriter therefor issuing any redeem- 
able security shall sell, redeem or repurchase any 
such security except at a price based on the cur- 
rent net asset value of such security which is next 
computed after receipt of a tender of such security 
for redemption or of an order to purchase or to sell 
such security. Rule 2a—4 adopted under the Act 
provides, as here relevant, that the “current net 
asset value” of a redeemable security issued by a 
registered investment company used in computing 
its price for the purposes of distribution and re- 
demption shall be an amount which reflects calcu- 
lations made substantially in accordance with the 
provisions of that rule, with estimates used where 
necessary or appropriate. Rule 2a—4 further states 
that portfolio securities with respect to which mar- 
ket quotations are readily available shall be valued 
at current market value, and that other securities 
and assets shall be valued at fair value as deter- 
mined in good faith by the board of directors of the 
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registered company. Prior to the filing of the appli- 
cation, the Commission expressed its view that, 
among other things: (1) Rule 2a—4 under the Act 
requires that portfolio instruments of “money mar- 
ket” funds be valued with reference to market fac- 
tors, and (2) it would be inconsistent, generally, 
with the provisions of Rule 2a—4 for a “money 
market” fund to value its portfolio instruments on 
an amortized cost basis (Investment Company Act 
Release No. 9786, May 31, 1977). In view of the 
foregoing, Applicant requests exemptions from 
Section 2(a) (41) of the Act and Rules 2a—4 and 
22c-1 thereunder to the extent necessary to per- 
mit Applicant to value the portfolio securities of its 
existing and future money market classes by 
means of the amortized cost method of valuation. 


In support of the exemptive relief requested, the 
Applicant states that it has concluded that it would 
be in the best interest of its shareholders to use 
the amortized cost valuation method to maintain a 
constant $1.00 per share value for each such 
money market class. The Applicant further repre- 
sents that its use of amortized cost valuation 
would reduce the possibility of having forced re- 
demptions which could be triggered automaticaily 
by the realization of negative income. In addition, 
the Applicant states that investors in each money 
market class would have the convenience of being 
able to determine the value of their share holdings 
based solely on the number of shares which they 
own. 


Section 6(c) of the Act provides, in pertinent part, 
that the Commission, by order upon application, 
may conditionally or unconditionally exempt any 
person, security or transaction, or any class or 
classes of persons, securities or transactions from 
any provision or provisions of the Act or any rule 
or regulation thereunder, if and to the extent that 
such exemption is necessary or appropriate in the 
public interest and consistent with the protection 
of investors and the purposes fairly intended by 
the policy and provisions of the Act. 


The Applicant has agreed that each of the follow- 
ing may be made a condition to the granting of the 
exemptive relief requested, each such condition to 
apply only with respect to the Applicant’s money 
market classes and the portfolios for such classes: 


1. In supervising Applicant's operations and 
delegating special responsibilities involving portfo- 
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lio management to Applicant’s investment adviser, 
Applicant’s board of directors undertakes—as a 
particular responsibility within the overall duty of 
care owed to its shareholders—to establish proce- 
dures reasonably designed, taking into account 
current market conditions and Applicant’s invest- 
ment objectives, to stabilize the net asset value 
per share of each such money market class, as 
computed for the purposes of distribution, redemp- 
tion and repurchase, at $1.00 per share. 


2. Included within the procedures to be adopted by 
the board of directors shall be the following: 


(a) Review by the board of directors, as 
it deems appropriate and at such in- 
tervals as are reasonable in light of 
current market conditions, to deter- 
mine the extent of deviation, if any, 
of the net asset value per share as 
determined by using available mar- 
ket quotations from the $1.00 amor- 
tized cost price per share of each 
money market class, and the main- 
tenance of records of such review." 


(b) In the event such deviation from the 
$1.00 amortized cost price per share 
exceeds 1’ of one percent, a re- 
quirement that the directors will 
promptly consider what action, if 
any, should be initiated. 


(c) Where the board of directors be- 
lieves the extent of any deviation 
from the $1.00 amortized cost price 
per share may result in material dilu- 
tion or other unfair results to inves- 
tors or existing shareholders, it shall 
take such action as it deems appro- 
priate to eliminate or to reduce to the 





'To fulfill this condition, Applicant intends to use 
actual quotations or estimates of market value re- 
flecting current market conditions chosen by the 
directors in the exercise of their discretion to be 
appropriate indicators of value which may include, 
inter alia, (1) quotations or estimates of market 
value of individual potfolio instruments, or (2) 
values obtained from yield data relating to classes 
of money market instruments published by reputa- 
ble sources. 
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extent reasonably practicable such 
dilution or unfair results, which ac- 
tion may include; redemption of 
shares in kind; selling portfolio in- 
struments prior to maturity to realize 
Capital gains or losses, or to shorten 
the average maturity of portfolio in- 
struments; withholding dividends; or 
utilizing a net asset value per share 
as determined by using market quo- 
tations. 


3. Applicant will maintain a dollar-weighted aver- 
age portfolio maturity appropriate to its objective 
of maintaining a stable net asset value per share; 
provided, however, that it will not (a) purchase any 
instrument with a remaining maturity of greater 
than one year, or (b) maintain a dollar-weighted 
average portfolio maturity in excess of 120 days.? 


4. Applicant will record, maintain, and preserve 
permanently in an easily accessible place a writ- 
ten copy of the procedures (and any modifications 
thereto) described in paragraph 1, above, and Ap- 
plicant will record, maintain and preserve for a pe- 
riod of not less than six years (the first two years 
in an easily accessible place) a written record of 
the directors’ considerations and actions taken in 
connection with the discharge of their responsibili- 
ties, as set forth above, to be included in the min- 
utes of the director's meetings. The documents 
preserved pursuant to this condition shall be sub- 
ject to inspection by the Commission in accord- 
ance with Section 31(b) of the Act as if such docu- 
ments were records required to be maintained 
pursuant to rules adopted under Section 31(a) of 
the Act. 


5. Applicant will limit its portfolio investments, 
including repurchase agreements, to those United 
States dollar denominated instruments which the 
directors determine present minimal credit risks, 
and which are of “high quality” as determined by 
any major rating service or, in the case of any in- 





2In fulfilling this condition, if the disposition of a 
portfolio security results in a dollar-weighted aver- 
age portfolio maturity in excess of 120 days, Appli- 
cant will invest its available cash in such a manner 
as to reduce the dollar-weighted average portfolio 
maturity to 120 days or less as soon as reasona- 
bly practicable. 
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strument that is not rated, of comparable quality 
as determined by the directors. 


6. Applicant will include in each quarterly report, 
as an attachment to Form N-1Q, a statement as 
to whether any action pursuant to paragraph 2(c) 
above was taken during the preceding fiscal quar- 
ter and, if any such action was taken, will describe 
the nature and circumstances of such action. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than September 18, 1981, at 
5:30 p.m., submit to the Commission in writing a 
request for a hearing on the application accom- 
panied by a statement as to the nature of his inter- 
est, the reason for such request, and the issues, if 
any, of fact or law proposed to be controverted, or 
he may request that he be notified if the Commis- 
sion shall order a hearing thereon. Any such com- 
munication should be addressed: Secretary, Secu- 
rities and Exchange Commission, Washington, 
D.C. 20549. A copy of such request shall be 
served personally or by mail upon Applicant at the 
address stated above. Proof of such service (by 
affidavit or, in the case of an attorney-at-law, by 
certificate) shall be filed contemporaneously with 
the request. As provided by Rule 0—5 of the Rules 
and Regulations promulgated under the Act, an or- 
der disposing of the application will be issued as 
of course following said date unless the Commis- 
sion thereafter orders a hearing upon request or 
upon the Commission’s own motion. Persons who 
request a hearing, or advice as to whether a hear- 
ing is ordered, will receive any notices and orders 
issued in this matter, including the date of the 
hearing (if ordered) and any postponements there- 
of. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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INVESTMENT COMPANY ACT OF 1940 
Release No. 11919/August 24, 1981 


In the Matter of 


NORDDEUTSCHE-LANDESBANK 
GIROZENTRALE 

c/o Michael Gruson, Esq. 

Sherman & Sterling 

53 Wall Street 

New York, N.Y. 10005 


(812-4879) 


ORDER PURSUANT TO SECTION 6(c) OF THE 
ACT EXEMPTING APPLICANT FROM ALL PRO- 
VISIONS OF THE ACT 


On July 24, 1981, a notice was issued (Investment 
Company Act Release No. 11872) of the filing of 
an application by Norddeutsche Landesbank 
Girozentrale (‘Applicant’), a bank located in the 
Federal Republic of Germany, on May 14, 1981, 
and an amendment thereto on July 10, 1981, for 
an order of the Commission pursuant to Section 
6(c) of the Investment Company Act of 1940 
(‘Act’), exempting Applicant from all provisions of 
the Act. 


The notice gave interested persons an opportunity 
to request a hearing and stated that an order 
disposing of the application would be issued as of 
course unless a hearing should be ordered. No re- 
quest for a hearing has been filed, and the Com- 
mission has not ordered a hearing. 


The matter has been considered, and it is found 
that granting of the exemption is appropriate in the 
public interest and consistent with the protection 
of investors and the purposes fairly intended by 
the policy and provisions of the Act. Accordingly, 


IT IS ORDERED, pursuant to Section 6(c) of the 


Act, that the application for exemption from all pro- 


visions of the Act be, and hereby is granted, effec- 
tive forthwith, subject to the condition that Appii- 
cant comply with the following undertakings which 
Applicant has made: 


(1) Applicant will ensure that each offeree who has 
indicated an interest in its commercial paper notes 
(“notes”), prior to any sale of the notes to such 
offeree, will be provided with a memorandum 
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describing Applicant's business and containing 
Applicant’s most recent publicly available annual 
financial statements audited in accordance with 
German accounting principles, and its most recent 
publicly available unaudited semiannual balance 
sheet. Such memorandum will describe the mate- 
rial differences between German accounting prin- 
ciples applicable to German banks and ‘generally 
accepted accounting principles” applicable to 
United States banks. Such memorandum will be at 
least as comprehensive as those customarily used 
in offering commercial paper in the United States, 
and it will be updated promptly to reflect material 
changes in Applicant’s financial condition. 


(2) Any future offerings of other debt securities in 
the United States will be done on the basis of dis- 
closure documents at least as comprehensive in 
their description of Applicant, its business and its 
financial condition as is customary for similar of- 
ferings in the United States. Such disclosure ma- 
terial will be provided to each offeree who ex- 
presses an interest in any such offering, prior to 
sale. Such documents will be updated promptly to 
reflect material changes in Applicant’s financial 
condition. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11920/August 26, 1981 


In the Matter of 


INTERCAPITAL DIVIDEND GROWTH 
SECURITIES INC. 

INTERCAPITAL HIGH YIELD SECURITIES INC. 

INTERCAPITAL INDUSTRY-VALUED 
SECURITIES INC. 

INTERCAPITAL NATURAL RESOURCE 
DEVELOPMENT SECURITIES INC. 

5 World Trade Center 

New York, New York 10048 


and 
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DEAN WITTER REYNOLDS INC. 
130 Liberty Street 
New York, New York 10048 


(812-4868) 


NOTICE OF FILING OF APPLICATION FOR AN 
ORDER PURSUANT TO SECTION 6(c) OF THE 
ACT EXEMPTING APPLICANTS FROM THE 
PROVISIONS OF SECTION 22(d) OF THE ACT 
AND RULE 22d-1 THEREUNDER 


NOTICE IS HEREBY GIVEN that Intercapital Divi- 
dend Growth Securities Inc., Intercapital High 
Yield Securities Inc., Intercapital Industry-Valued 
Securities Inc. and Intercapital Natural Resource 
Development Securities Inc. (‘Funds’) and Dean 
Witter Reynolds Inc. (‘Distributor’) (collectively 
“Applicants’’) filed an application on April 27, 
1981, and amendments thereto on July 20, 1981, 
and August 4, 1981, for an order pursuant to Sec- 
tion 6(c) of the Investment Company Act of 1940 
(“Act”) exempting Applicants from the provisions 
of Section 22(d) of the Act and Rule 22d-1 there- 
under to the extent necessary to permit sales of 
the Funds’ securities at reduced sales charges to 
certain employees of the Distributor and its affili- 
ated companies who open Individual Retirement 
Accounts (“IRA”) offered by the Funds, as de- 
scribed below. All interested persons are referred 
to the application on file with the Commission for a 
statement of the representations contained there- 
in, which are summarized below. 


The Funds, which are organized under the laws of 
Maryland, are registered under the Act as open- 
end diversified management investment com- 
panies. The Funds are currently engaged in con- 
tinuous public offerings of their shares through the 
Distributor at public offering prices equal to net as- 
set value plus a sales charge. Each Fund provides 
a prototype IRA pursuant to the provisions of Sec- 
tion 408 of the Internal Revenue Code of 1954 
(“Code”) as amended by the Employee Retire- 
ment Income Security Act of 1974. Each Fund’s 
shares serve as the investment vehicle for its IRA. 
The First Jersey National Bank of Jersey City, 
New Jersey, is custodian for the IRA accounts. 


The Distributor is a registered broker-dealer and 
the distributor of the Funds’ shares. The Funds’ in- 
vestment manager is Dean Witter Reynolds 
Intercapital Inc. (“DWRI’). Both of these com- 


Volume 23, No. 8, September 8, 1981 


panies are wholly-owned subsidiaries of Dean 
Witter Reynolds Organization Inc. (“DWRO’”). 


Applicants state that approximately 7,500 employ- 
ees of the Distributor, DWRI and other subsidiar- 
ies of DWRO have been covered by a profit 
sharing plan qualified under Section 401 of the 
Code (‘Plan’). Applicants state that the Plan will 
be terminated and in lieu thereof benefits under a 
pension plan covering the same employees will be 
increased with the intention of providing greater 
retirement security for employees. Upon receipt of 
a determination letter from the Internal Revenue 
Service, the plan will be terminated and the funds 
now held in trust under it will be distributed to the 
employee participants. Applicants propose to per- 
mit those participants with $1,750 or more credited 
to their Plan accounts as of August 31, 1980, to 
roll over their distribution into an individual IRA 
provided by the Funds at a reduced sales charge 
determined in accordance with the schedule in the 
Funds’ prospectuses as though made by a single 
person in a single transaction pursuant to the com- 
bined sales privilege available under the provi- 
sions of the Funds’ prospectuses. Applicants pro- 
pose to compute the reduced sales charge upon 
the aggregate of all purchases by the employees. 


Section 22(d) of the Act provides, in pertinent part, 
that no registered invest-company shall sell any 
redeemable security issued by it to any person ex- 
cept at a current public offering price described in 
the prospectus, and if such class of security is be- 
ing currently offered to the public by or through an 
underwriter, no principal underwriter of such secu- 
rity and no dealer shall sell any such security to 
any person except at a current public offering 
price described in the prospectus. Rule 22d-1(f) 
under the Act affords an exemption from the provi- 
sion of Section 22(d) for certain employee benefit 
plans qualified under Section 401 of the Code or 
for such non-qualified employee benefit plans as 
satisfy uniform criteria relating to realization of 
economies of scale in sales effort and sales relat- 
ed expenses and such uniform offer is described 
in the prospecuts. As used in paragraph (f) “em- 
ployee benefit plan” is defined to mean any plan 
or arrangement which provides a means for em- 
ployees to purchase shares of a registered open- 
end investment company or companies by means 
of periodic deductions or otherwise. 


Applicants state that while the term “employee 
benefit plan”, as used in Rule 22d—1(f), may gen- 
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erally be considered to apply only to a specific le- 
gal entity and may not have been comtemplated to 
include individual IRA’s, both the language of the 
definition, which includes both plans and ‘‘ar- 
rangements’’, and the policy underlying Rule 
22d-1(f) would appear to include such accounts. 
Further, Applicants argue that the uniform offer re- 
quirement of Rule 22d-1(f) does not require that 
the reduced sales charges be offered to all pur- 
chasers of the Funds’ IRA’s if the exclusion of 
some purchasers is based upon reasonable dis- 
tinctions justifying the reduced charge. Applicants 
state that sales to their affiliated employees will in- 
volve economies of scale in sales effort and sales 
related expenses because the corporate relation 
of such employees to the Fund and the circum- 
stances of the termination of the Plan make it un- 
necessary to involve the Distributor’s sales organi- 
zation as would be required in the case of sales to 
unaffiliated employees and besides the Distributor 
will incur costs in terminating the Plan and 
distributing the assets whether or not Plan partici- 
pants elect to invest in the Funds’ shares. Appli- 
cants argue that it therefore is appropriate to pass 
along these cost savings to the Plan participants 
who rollover their Plan distributions into the Fund- 
sponsored IRA's. Finally, Applicants state that 
compliance with the requirements of Rule 22d-1 
(f) for a description of the proposed arrangement 
in the Fund’s prospectus might be misleading be- 
cause this proposal represents a “one-shot” trans- 
action and not an on-going practice. Applicants 
state that after the exercise of the rollover option, 
no further investments into the Funds at reduced 
sales charges will be permitted by this proposal. 
Applicants further state that because this pro- 
posed sale arises solely out of the termination of 
the Plan, no further sales would fit within these un- 
usual circumstances. 


Section 6 (c) of the Act provides, in pertinent part, 
that the Commission by order upon application 
may conditionally or unconditionally exempt any 
person, security or transaction, or any class or 
classes of persons, securities or transactions, 
from any provision of the Act or any rule under the 
Act, if and to the extent such exemption is neces- 
Sary or appropriate in the public interest and con- 
sistent with the protection of investors and the pur- 
poses fairly intended by the policy and provisions 
of the Act. 


Applicants submit that permitting their affiliated 
employees to rollover the distributions from the 
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termination of Applicants’ stock option plan into 
Fund sponsored individual IRA’s at a reduced 
sales charge is appropriate in the public interest 
and consistent with the protection of investors be- 
cause such sales will result in demonstrable econ- 
omies of scale arising from the unique relationship 
of the Dean Witter companies to the Funds and 
thus is not unjustly discriminatory. Applicants also 
submit that such sales are consistent with the poli- 
cy of Rule 22d-1(f) to encourage retirement sav- 
ings. 


Applicants state that all eligible plan participants 
have received a brochure explaining the various 
options available to them regarding the distribution 
of their Plan balances. The brochure includes a 
form giving participants until August 31, 1981, to 
request further information about the options in 
which they are interested. Those participants in- 
terested in rolling over their balances will receive a 
memorandum describing IRA rollover options. 
Plan participants must submit their final election 
by September 30, 1981. Those who have not will 
receive a lump sum distribution. After that date, 
the reduced sales charge will be calculated. Appli- 
cants state that prospectuses and existing sales 
literature of the Funds will be available to partici- 
pants who express an interest in rolling over into a 
Fund IRA but no sales effort will be made by any 
salesman or independent dealer. The Distributor 
will coordinate the processing of purchases and 
will provide such related services as requested by 
the administrative committee or participants. 


Finally, Applicants state that, as a condition to 
granting this relief, Applicants agree to require any 
participant who rolls over into an IRA and thereby 
receives a reduced sales charge to represent that 
the participant is acquiring shares of the Funds 
pursuant to the proposed arrangement for invest- 
ment purposes and not for resale and that any 
sale of such shares will be made only to the Funds 
upon redemption thereof. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than September 21, 1981, at 
5:30 p.m., submit to the Commission in writing a 
request for a hearing on the application accom- 
panied by a statement as to the nature of his or 
her interest, the reasons for such request and the 
issues, if any, of fact or law proposed to be contro- 
verted, or he or she may request that he or she be 
notified if the Commission shall order a hearing 
thereon. any such communication should be ad- 
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dressed: Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549. A copy of 
such request shall be served personally or by mail 
upon Applicant at the address stated above. Proof 
of such service (by affidavit or, in the case of an 
attorney-at-law, by certificate) shall be filed con- 
temporaneously with the request. As provided by 
Rule 0-5 of the Rules and Regulations promul- 
gated under the Act, an order disposing of the ap- 
plication herein will be issued as of course follow- 
ing said date unless the Commission thereafter 
orders a hearing upon request or upon the Com- 
mission’s own motion. Persons who request a 
hearing, or advice as to whether a hearing is or- 
dered, will receive any notices and orders issued 
in this matter, including the date of the hearing (if 
ordered) and any postponements thereof. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11921/August 26, 1981 


In the Matter of 


DEN NORSKE CREDITBANK 
Kirkegt. 21 
Olso 1, Norway 


(812-4869) 


ORDER PURSUANT TO SECTION 6(c) OF THE 
ACT EXEMPTING APPLICANT FROM ALL PRO- 
VISIONS OF THE ACT. 


Den norske Creditbank (‘Applicant’) filed an ap- 
plication on May 4, 1981, and an amendment 
thereto on July 17, 1981, for an order of the Com- 
mission pursuant to Section 6(c) of the Investment 
Company Act of 1940 (‘‘Act’”) exempting Applicant 
from all provisions of the Act. 


On July 27, 1981, a notice was issued of the filing 
of said application (Investment Company Act Re- 
lease No. 11874). The notice gave interested per- 
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sons an opportunity to request a hearing and stat- 
ed that an order pursuant to Section 6(c) of the Act 
disposing of the application would be issued as of 
course unless a hearing should be ordered. No re- 
quest for a hearing has been filed, and the Com- 
mission has not ordered a hearing. 


The matter has been considered, and it is found 
that the granting of the exemption is appropriate in 
the public interest and consistent with the protec- 
tion of investors and the purposes fairly intended 
by the policy and provisions of the Act. Accordingly, 


IT iS ORDERED, pursuant to Section 6(c) of the Act, 
that the application for the exemption from all provi- 
sions of the Act is granted, effective forthwith, sub- 
ject to the condition that Applicant comply with its 
undertakings: 


(1) that Applicant will ensure that the 
proposed commercial paper Notes will 
not be advertised or otherwise offered 
for sale to the general public; (2) that 
Applicant will ensure that each offeree 
of the Notes will receive, prior to pur- 
chase, a memorandum describing Ap- 
plicant’s business and including Appli- 
cant’s most recent publicly available 
annual financial statements. This mem- 
orandum will describe the material dif- 
ferences between Norwegian account- 
ing principles applicable to Norwegian 
banks and generally accepted account- 
ing principles employed by United 
States banks. The memorandum will be 
at least as comprehensive as those cus- 
tomarily used in offering commercial pa- 
per in the United States and will be 
updated periodically to reflect material 
changes in Applicant's financial condi- 
tion; and (3) that in any future offering of 
Applicant’s securities in the United 
States, which will be limited to debt se- 
curities, each offeree will be provided a 
memorandum that is at least as com- 
prehensive as those customarily used in 
offerings of such securities. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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INVESTMENT COMPANY ACT OF 1940 
Release No. 11922/August 26, 1981 


In the Matter of 


FRANKLIN TAX-EXEMPT MONEY FUND * 
155 Bovet Road 
San Mateo, California 94402 


(812-4892) 


ORDER PURSUANT TO SECTION 6(c) OF THE 
ACT EXEMPTING APPLICANT FROM THE PRO- 
VISIONS OF SECTION 2(a)(41) OF THE ACT 
AND RULES 2a-4 AND 22c-1 THEREUNDER 


Franklin Tax-Exempt Money Fund (‘Applicant’), 
registered under the Investment company Act of 
1940 (‘Act’) as an open-end, diversified, manage- 
ment investment company, filed an application on 
June 11, 1981, and an amendment thereto on July 
17, 1981, requesting an order, pursuant to Section 
6(c) of tihe Act, exempting Applicant from the pro- 
visions of Section 2(a)(41) of the Act and Rules 
2a-4 and 22c-1 thereunder to the extent neces- 
sary to permit Applicant to use the amortized cost 
method of valuation to price its shares for sale, re- 
demption and repurchase. 


On July 27, 1981, a notice was issued of the filing 
of the application (Investment Company Act Re- 
‘ease No. 11875). The notice gave interested per- 
sons an opportunity to request a hearing and stat- 
ed tnat an order disposing of the application would 
be issued as of course unless a hearing should be 
ordered. No request for a hearing has been filed, 
and the Commission has not ordered a hearing. 


The matter has been considered, and it is found 
that the granting of the requested exemption is ap- 
propriate in the public interest and consistent with 
the protection of investors and the purposes fairly 
intended by the policy and provisions of the Act. 
Accordingly, 


IT 1S ORDERED, pursuant to Section 6(c) of the 
Act, that the application for exemption from the 
provisions of Section 2(a)(41) of the Acf and 
Rules 2a-4 and 22c-1 thereunder, to the extent 
requesied be, and hereby is, granted, effective 
forthwith, subject to those conditions to which Ap- 
plicant has consented and which are set forth in 
Investment Company Act Release No. 11875. 
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For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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INVESTMENT ADVISERS ACT OF 1940 
Release No. 772/August 24, 1981 


Administrative Proceeding 
File No.: 3-6052 


In the Matter of 


INTERVEST MANAGEMENT COMPANY 
(File No. 801-5291) 


AMALFI FINANCIAL CORPORATION, INC. 
Robert W. Nichols 
Thomas L. Roley 


ORDER INSTITUTING PROCEEDINGS AND IM- 
POSING REMEDIAL SANCTIONS 


The Commission deems it appropriate that public 
proceedings be instituted, with respect to Intervest 
Management Company (‘Investment’), an invest- 
ment adviser which has been registered with the 
Commission since December 18, 1968, Amalfi Fi- 
nancial Corporation, Inc. (‘Amalfi’), a holding 
company which owns 100% of the outstanding 
common stock of Intervest, Robert W. Nichols 
(“Nichols”) and Thomas L. Roley (‘‘Roley’’) 
(sometimes hereinafter referred to collectively as 
“Respondents’”’), each of whom owns 40.43% of 
the outstanding common stock of Amalfi, pursuant 
to Sections 203(e) and 203(f) of the Investment 
Advisers Act of 1940 (“Advisers Act’), to deter- 
mine whether Respondents violated and aided 
and abetted violations of Section 17(a) of the Se- 
curities Act of 1933 (‘Securities Act’) and Sec- 
tions 205(1) and 206(2) of the Advisers Act. 
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In anticipation of the institution of this administra- 
tive proceeding, Respondents have submitted an 
offer of settlement which the Commission has de- 
termined to accept. Solely for the purpose of these 
proceedings and any other proceedings brought 
by the Commission or any self regulatory organi- 
zation, and without admitting or denying the alle- 
gations and findings herein, the Respondents 
consent to the findings and order of the Commis- 
sion imposing the remedial sanctions set forth below. 


Accordingly, IT IS ORDERED that proceedings pur- 
suant to Sections 203(e) and 203(f) of the Advisers 
Act be, and they hereby are, instituted. 


IV 


On the basis of the Order for Proceedings and the 
Respondents’ offer of settlement, the Commission 
makes the following findings: 


A. During the period from on or about May 1, 
1974, to May 15, 1980, Respondents wilfully vio- 
lated and wilfully aided and abetted violations of 
Section 17(a) of the Securities Act in that said Re- 
spondents, by use of the means and instruments 
of transportation and communication in interstate 
commerce and the mails, in the offer and sale of 
securities, namely, real estate limited partnership 
interests, directly and indirectly, obtained money 
and property by means of untrue statements of 
material facts and omitted to state material facts 
necessary in order to make the statements made, 
in light of the circumstances under which they 
were made, not misleading concerning, among 
other things: 


1. The cost of Respondents Nichols and 
Roley of properties later sold to limited 
partnerships; 


2. The date of purchase and number of 
days properties were held by Respond- 
ents Nichols and Roley prior to sale to 
limited partnerships; 


3. The significance of the differential be- 
tween the interest rates being paid by 
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the limited partnerships on their promis- 
sory notes to Respondents Nichols and 
Roley and the interest rates being paid 
by Respondents Nichols and Roley on 
their promissory notes to the original 
sellers of properties; 


4. The true effect, benefits, disadvan- 
tages and tax ramifications of that 
portion of a limited partner's investment 
referred to as “prepaid interest;” 


5. The nature and significance of “bal- 
loon payment” provisions contained in 
the promissory notes executed by the 
limited partnerships in connection with 
their purchases of properties, and con- 
tingent liabilities arising therefrom; 


6. Maintenance work performed by Re- 
spondents Nichols and Roley, directly 
or indirectly, on the limited partnership 
properties; 


7. Respondents Nichols and Roley’s re- 
lationship with related entities under 
their control; and 


8. Respondents Nichols and Roley’s pur- 
chase and sale of other real property for 
their own accounts. 


B. During the period from on or about May 1, 
1974, to May 15, 1980, Respondent Intervest wil- 
fully violated and Respondents Amalfi, Nichols 
and Roley wilfully aided and abetted violations of 
Section 206(2) of the Advisers Act in that said per- 
sons, by use of the means and instrumentalities of 
interstate commerce and the mails, directly and in- 
directly, engaged in transactions, practices and 
courses of business which would and did operate 
as a deceit upon clients and propsective clients of 
Intervest in that they made untrue and inadequate 
disclosures to advised client-investors in limited 
partnerships as set forth in Paragraph A of Section 
IV above. 


C. During the period from on or about May 1, 
1974, to May 15, 1980, Respondent Intervest wil- 
fully violated and Respondents Amalfi, Nichols 
and Roley wilfully aided and abetted violations of 
Section 205(1) of the Advisers Act in that said per- 
sons, by use of the means and instrumentalities of 


SEC DOCKET/717 





interstate commerce and the mails, directly and in- 
directly, entered into, extended, renewed and per- 
formed investment advisory contracts providing for 
compensation to Respondent Intervest on the ba- 
sis of a share of capital gains upon or capital ap- 
preciation of the funds or any portion of the funds 
of Intervest clients who had invested in real estate 
limited partnerships. 


V 


In view of the foregoing, it is in the public interest 
to impose the sanctions and accept the undertak- 
ings specified in Respondents’ offer of settlement: 


Accordingly, IT IS ORDERED that, effective as of 
the date of this Order: 


A. Respondents, and each of them, be censured; 


B. Respondents comply with the undertakings set 
forth below: 


1. Where Respondents and their affili- 
ates previously offered and sold real es- 
tate limited partnership interests to 
advised clients of Intervest (as specifi- 
cally identified to the Commission) with 
whom Respondents shared or are to 
share profits in such real estate limited 
partnerships, Respondents undertake to 
relinquish and deliver to persons who 
were advised clients either at the time 
such persons invested in said limited 
partnerships or at the time the property 
was sold from said partnerships, that 
portion of the 14% of partnership profits 
allocable to said advised clients to 
which Respondents or their affiliates 
were entitled under the applicable limit- 
ed partnership agreement. Respond- 
ents further undertake that partnership 
profits will be relinquished to said cli- 
ents in cash if received in that form by 
Respondents or by assignment of Re- 
spondents’ interest in said 14% profits 
under existing trust deeds. 


2. Since May 15, 1980, during the pend- 
ency of the Commission’s investigation, 
the Respondents and their affiliates vol- 
untarily determined to cease the offer 
and sale of limited partnership interests. 
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As of the date of this Order, Respond- 
ents and their affiliates will not (a) offer 
or sell any limited partnership interests 
or (b) acquire any real property for the 
purpose of or resulting in the creation of 
limited partnerships until October 1, 
1981. 


3. In all future offerings of real estate 
limited partnership interests by the Re- 
spondents, said offerings will be made 
only: 


a. 


In compliance with the applicable disclo- 
sure requirements then in effect with 
Commission (currently “Guide 60’—Se- 
curities Act Release No. 5692, Exchange 
Act Release No. 1224—3/17/76, as 
amended); or 


. Pursuant to the provisions of Rule 146, 


Rule 242 or such other Commission rules 
or statutory provisions applicable under 
the Securities Act; and 


. Pursuant to prior review and opinion of 


said proposed offerings by Respondents’ 
counsel; and 


. With specific disclosure of, in any event, 


among other things, date of purchase of 
the property by the Respondents, terms 
and financing arrangements of said pur- 
chase, the name of the seller, the objec- 
tives of Respondents in purchasing said 
property, the period of time in which said 
property is held by Respondents prior to 
sale to the limited partnership, the date, 
terms and financing arrangements relating 
to the sale to the limited partnership, the 
existence or lack of any relevant property 
appraisals, the general partners’ compen- 
sation and/or mark-ups, and a description 
of the organization and interrelationship of 
various affiliated entities operated by the 
Respondents. 


4. All past and current holders of limited 
partnership interests previously pur- 
chased from the Respondents and their 
affiliates will be furnished with a copy of 
the Commission’s Order instituting pro- 
ceedings and imposing remedial sanc- 
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tions entered in this anticipated Admin- 
istrative Proceeding. 


5. All limited partners in the ‘“‘Palms 
Wilshire” and “Angelina” limited part- 
nerships further will be furnished by the 
Respondents with a supplemental dis- 
closure statement which complies with 
the disclosures specified in Section 
V.B.3. 


6. Intervest, directly or indirectly, or 
through its affiliates, will not enter into 
any investment advisory contract involv- 
ing any agreement, arrangement, un- 
derstanding, transaction, or relationship 
with any advised client of Intervest 
which provides the compensation to 
Intervest, directly or indirectly, on the 
basis of a share of the capital gains 
upon or capital appreciation of the funds 
or any portion of the funds of the ad- 
vised clients. 


7. Respondents will submit to the Com- 
mission an affidavit reciting that the 
books and records of the Respondents 
have been reviewed and that the lists of 
advised clients or former advised clients 
referred to in Section V.B.1. above is 
complete and accurate. 


8. Respondents will within one hundred 
twenty (120) days following the date of 
the Commission’s Order deliver an affi- 
davit to the Commission's Los Angeles 
Regional Office, stating therein their 
compliance with the terms of the under- 
takings herein. 


By the Commission. 


George A. Fitzsimmons 


Secretary 
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INVESTMENT ADVISERS ACT OF 1940 
Release No. 773/August 26, 1981 


Administrative Proceedings 
File No. 3-6054 


In the Matter of 
DENNIS A. KRAUSE 


ORDER INSTITUTING PROCEEDINGS AND IM- 
POSING REMEDIAL SANCTIONS 


The Commission deems it appropriate that public 
proceedings be instituted pursuant to Section 
203(f) of the Investment Advisers Act of 1940 (Ad- 
visers Act) with respect to Dennis A. Krause 
(Krause) of Toledo, Ohio, who formerly was an as- 
sociated person of an investment adviser regis- 
tered with the Commission pursuant to Section 
203(c) of the Advisers Act. 


In anticipation of the institution of these adminis- 
trative proceedings, Krause has submitted an Of- 
fer of Settlement which the Commission has deter- 
mined to accept. Solely for the purposes of these 
administrative proceedings and any other pro- 
ceedings brought by the Commission and without 
admitting or denying the allegations and findings 
contained herein, other than those set forth in 
Section II, paragraph C and D below which are ad- 
mitted, Krause, by his Offer of Settlement, con- 
sents to the findings and imposition of the remedi- 
al sanctions set forth below. 


Accordingly, IT IS ORDERED that such proceed- 
ings pursuant to Section 203(f) of the Advisers Act 
be, and they hereby are, instituted. 


On the basis of this Order Instituting Proceedings 
and the Offer of Settlement pubmitted by Krause, 
the Commission makes the following findings: 


A. J.R. Crawford Consulting and Financial Plan- 
ning, Inc. (Crawford Consulting), an Ohio corpora- 
tion with its principal place of business in Toledo, 
Ohio, was incorporated in January 1978 as the 
successor to the investment advisory business of 
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James R. Crawford, d/b/a Crawford Investment 
Management, a sole proprietorship registered with 
the Commission as an investment adviser. 


B. During the period from in or about August 1978 
through on or about June 7, 1979, Krause was a 
salesman and vice-president of Crawford Consult- 
ing. 


C. On October 5, 1979, the United States District 
Court for the Northern District of Ohio, Western Di- 
vision, in the case of SEC v. James R. Crawford, 
et al. (C-79-353), entered an order of preliminary 
injunction, with Krause’s consent and without his 
admitting or denying the allegations contained in 
the Commission’s complaint, enjoining Krause 
from further violations of Sections 5(a), 5(c) and 
17(a) of the Securities Act of 1933 (Securities 
Act); Section 10(b) of the Securities Exchange Act 
of 1934 (Exchange Act) and Rule 10b-5 promul- 
gated thereunder; and Sanctions 206(1) and 
206(2) of the Advisers Act. 


D. On August 19, 1981, the United States District 
Court for the Northern District of Ohio, Western Di- 
vision, in the case of SEC v. James R. Crawford, 
et al. (C-79-353), entered an order of permanent 
injunction, with Krause’s consent and without his 
admitting or denying the allegations contained in 
the Commission’s complaint and affidavit, en- 
joining Krause from further violations of Sections 
5(a), 5(c) and 17(a) of the Securities Act; Section 
10(b) of the Exchange Act and Rule 105-5 pro- 
mulgated thereunder; and Sections 206(1) and 
206(2) of the Advisers Act. 


E. During the period from in or about August 1978 
through on or about June 7, 1979, Krause wilfully 
violated and wilfully aided and abetted violations 
of Sections 5(a) and 5(c) of the Securities Act in 
the offer and sale to the public of certain securi- 
ties, namely: 


1. interests in limited and general part- 
nerships formed for the purpose of in- 
vesting in oil drilling programs, and 


2. interests in Restaurant Associates, a 
limited partnership formed for the 


purpose of developing restaurant de- 
signs, 


when no registration statement was filed or in ef- 
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fect with the Commission as to said securities un- 
der the Securities Act. 


F. During the period from in or about August 1978 
through or on about June 7, 1979, Krause wilfully 
violated and wilfully aided and abetted violations 
of Section 17(a) of the Securities Act and Section 
10(b) of the Exchange Act and Rule 10b-5 pro- 
mulgated thereunder, in the offer and sale of the 
securities described in Section Il, Paragraph E 
above, by, among other things, making untrue 
statements of material facts and omitting to state 
material facts necessary in order to make the 
statements made, in the light of the circumstances 
under which they were made, not misleading, con- 
cerning, but not limited to, the following: 


1. the uses of the proceeds derived from 
the sale of the securities; 


2. the financial condition and qualifica- 
tions of the issuer, general partner 
and/or managing partner; and 


3. the sales commissions to be paid. 


G. During the period from in or about August 1978 
through or about June 7, 1979, Krause wilfully 
aided and abetted violations of Sections 206(1) 
and 206(2) of the Advisers Act, all as more fully 
described in paragraphs 1 through 3 below. 


1.1. The findings contained in Section 
ll, paragraph F above are hereby in- 
corporated by reference herein. 


. In or about September 1978, Krause, 
at the direction of Crawford, procured 
a check for $32,000 from a client of 
Crawford Consulting. Although the 
client had tendered the funds with the 
expectation that the $32,000 would 
be invested in mutual funds, $26,000 
was wired by Krause to a New York 
brokerage firm to cover a debit bal- 
ance in certain pooled funds option 
accounts and the remaining $6,000 
was used to pay for the day-to-day 
operations of Crawford Consulting. 
No disclosure as to the actual use of 
the funds was made to the client. In 
return for her $32,000, the client re- 
ceived a promissory note from Craw- 
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ford Consulting without being told 
that the firm did not have the financial 
wherewithal to repay the note. 


. In or about October 1978, upon the 
recommendation of Krause and 
Crawford, a client of Crawford Con- 
sulting entered into a lease agree- 
ment with a corporation controlled by 
Crawford and Krause which resulted 
in the realization of a $6,000 profit by 
said corporation. The $6,000 profit 
was not disclosed to the client at the 
time the lease agreement was exe- 
cuted. 


In view of the foregoing, it is in the public interest 
to impose the sanctions specified in the Offer of 
Settlement submitted by Krause. 


Accordingly, IT IS ORDERED that, effective imme- 
diately, Krause be, and he hereby is, barred from 
association in any capacity with any broker or 
dealer, investment company, investment adviser 
or municipal securities dealer, provided that after 
a period of two (2) years, he may apply to become 
associated with a broker or dealer, investment 
company, investment adviser or municipal securi- 
ties dealer in a non-proprietary and non-super- 
visory capacity, upon a showing of adequate su- 
pervision. 


By the Commission. 


George A. Fitzsimmons 
Secretary 
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SECURITIES INVESTOR PROTECTION 
ACT OF 1970 





SECURITIES INVESTOR PROTECTION ACT OF 
1970 
Release No. 99/August 24, 1981 


SEE 


SECURITIES EXCHANGE ACT OF 1934 
Release No. 18055 





LITIGATION 





Litigation Release 9425/August 21, 1981 


United States v. Edward M. Gilbert 80 Cr. 493 
(S.D.N.Y.) 


John §. Martin, Jr., United States Attorney for the 
Southern District of New York, and Donald N. 
Malawsky, Regional Administrator of the New York 
Regional Office, announced that on July 31, 1981, 
Edward M. Gilbert (“Gilbert”) was sentenced to a 
four year prison term and five years probation. On 
February 25, 1981, Gilbert had been found guilty 
of violating the anti-fraud, anti-manipulation, and 
reporting provisions of the federal securities laws 
and conspiracy in connection with the trading in 
the common stock of Conrac Corporation, which is 
listed on the New York Stock Exchange, in 1975. 
According to the terms of his probation, Gilbert 
may not act as a broker, dealer, agent or repre- 
sentative in any purchase or sale of securities ex- 
cept for his own account or those of his immediate 
family. 


Previously, Gilbert had consented to the entry of a 
final judgment of permanent injunction in a related 
civil action, S.E.C. v. Gilbert, et al., 76 Civil 366 
(MEL) (S.D.N.Y.) 
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Litigation Release No. 9426/August 25, 1981 


S.E.C. v. Aqua-Sonic Products Corp., et al. 80 
Civil 5513 (S.D.N.Y.) (RWS) 


Donald N. Malawsky, Administrator of the New 
York Regional Office of the Securities and Ex- 
change Commission (“Commission”), announced 
that on August 7, 1981, the Honorable Robert W. 
Sweet, Judge of the United States District Court 
for the Southern District of New York, issued a de- 
cision, after trial of the action, holding that defend- 
ants Martin E. Hecht (“Hecht”), an attorney who 
resides in New York, New York, and Inventel 
Corp. (“Inventel’), a Delaware corporation whose 
principal office is located in New York, New York, 
violated Sections 5(a), 5(c) and 17(a) of the Secu- 
rities Act of 1933 (‘Securities Act’) and Section 
10(b) of the Securities Exchange Act of 1934 (“Ex- 
change Act’) and Rule 10b-—5 thereunder in con- 
nection with the offer and sale of securities in the 
form of tax shelter investments. Judge Sweet also 
held that injunctive relief should be issued against 
defendants Hecht and Inventel. 


The Commission's Complaint alleged that com- 
mencing on or about May 1, 1978, defendant 
Hecht and his two law partners, through various 
entities directly or indirectly under their control, 
made an unregistered public offering of securities 
in the form of investments involving exclusive 
product licenses sold by defendant Aqua-Sonic 
Products Corp. (““Aqua-Sonic’) and sales agency 
agreements offered by defendant Ultrasonic Den- 
tal Products, Inc. to market new dental products 
known as Steri Products. 


The Complaint further alleged that, in connection 
with the offer and sale of the investments, the de- 
fendants omitted to state material facts to inves- 
tors and prospective investors concerning, among 
other things, the viability of the products and the 
comprehensive role of the lawyers, as creators, 
promoters, control persons and principal financial 
beneficiaries of the Aqua-Sonic investment. 
Among the items not disclosed was an agreement 
in which defendant Dentasonic, N.V., substantially 
owned and controlled by the attorneys, sold cer- 
tain rights in the Steri Products to Aqua-Sonic for 
$26 million, shortly after Dentasonic had acquired 
these rights from the inventor for $406,500. 


The Commission also alleged that the offering ma- 
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terials for the investments included a tax opinion 
letter and a federal securities opinion letter issued 
by the law firm of defendant Hecht (then known as 
Schekter Aber & Hecht, P.C.) which failed to dis- 
close to potential investors the significant conflict 
of interest its principals had in this venture. 


Judge Sweet held that the investments offered by 
the defendants constituted securities in the form of 
investment contracts and that material misrepre- 
sentations and omissions, including the omission 
of the named defendants and the role of Schekter, 
Aber & Hecht, P.C. from the promotional materi- 
als, were made in the course of the offering. 


The action was settled prior to trial as to the other 
defendants pursuant to Final Judgments of Per- 
manent Injunction by Consent and Final Orders 
Pursuant to Stipulations and Undertakings. 


(See Litigation Release Nos. 9190 and 9388.) 





Litigation Release No. 9427/August 26, 1981 


Securities and Exchange Commission v. Herman 
B. Rothbard, et al. (Civil Action No. 81-0176, Dis- 
trict of Hawaii) 


Michael J. Stewart, Regional Administrator, Los 
Angeles Regional Office, and Bobby C. Lawyer, 
Associate Regional Administrator, San Francisco 
Branch Office, announced that on July 1, 1981, 
the Commission amended its complaint in the 
above-captioned matter, naming, as additional de- 
fendants, Hawaii-Nevada Investment Corporation, 
Nevada Acquisitions, Inc., Nevada Investment 
Corporation, and Hawaii-Nevada Properties, Inc. 
On August 17, 1981, the Honorable Walter M. 
Heen, United States District Judge for the District 
of Hawaii, ordered that those four corporations be 
permanently enjoined from future violations of the 
registration and anti-fraud provisions of the federal 
securities laws [Sections 5(a), 5(c) and 17(a) of 
the Securities Act of 1933 and Section 10(b) of the 
Securities Exchange Act of 1934 and Rule 10b-5 
thereunder]. Hawaii-Nevada Investment Corpora- 
tion and Nevada Investment Corporation also 
were permanently enjoined from further violations 
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of the broker-dealer registration provisions of the 
federal securities laws [Section 15(a) of the Secu- 
rities Exchange Act of 1934]. 


Also on August 17, 1981, Judge Heen ordered that 
defendants Herman B. Rothbard, of Las Vegas, 
Nevada, and Herbert A. Schley, of Honolulu, 
Hawaii, be preliminarily enjoined from further vio- 
lations of the foregoing registration, anti-fraud and 
broker-dealer registration provisions. 


Judge Heen’s orders were entered by consent; the 
defendants neither admitted nor denied the allega- 
tions of the complaint. 


For further information, see Litigation Release No. 
9387/June 30, 1981. 





Litigation Release No. 9428/August 26, 1981 


Securities and Exchange Commission and Com- 
modity Futures Trading Commission v. T & D 
Management Company, et al. (United States Dis- 


trict Court for the District of Utah, C-81-0633) 


Robert H. Davenport, Administrator of the Denver 
Regional Office of the Securities and Exchange 
Commission and Thomas J. Loughran, Director of 
the Division of Enforcement of the Commodities 
Futures Trading Commission, today announced 
that on August 26, 1981, Judge Bruce S. Jenkins 
of the United States District Court for the District 
of Utah entered an order permanently enjoining 
T&D Management Company, a registered com- 
modity trading advisor and commodity pool opera- 
tor based in Provo, Utah, Veldon Dee Taylor and 
Kay Allan Driggs, both principals of T&D, and 
T & D sales manager, Larry D. Barrick from viola- 
tions of the registration and antifraud provisions of 
the federal securities laws and the Commodity Ex- 
change Act. All of the defendants consented to the 
entry of the final judgment of permanent injunction 
without admitting or denying the allegations of the 
complaint. 


In the complaint, filed on the same date, the Secu- 
rities and Exchange Commission alleged that the 
defendants failed to register notes and investment 
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contracts of T & D, issued to raise funds for 
T & D’s trading in commodities futures contracts 
and that they violated the antifraud provisions of 
the federal securities laws. The Commodities Fu- 
tures Trading Commission alleged that the de- 
fendants engaged in a course of business in viola- 
tion of the antifraud provision of the Commodity 
Exchange Act applicable to commodity pool oper- 
ators and commodity trading advisors. The com- 
plaint alleges that the defendants made numerous 
misrepresentations to investors, including false 
statements of the combined assets of T & D, 
Taylor, and Driggs, and false statements that 
Taylor had experienced profits averaging 65 to 70 
per cent for each of the last eight years; that a 
portion of investor funds would be held separately 
in money market funds; that investments in T & D 
did not involve a high degree of risk and were 
guaranteed against loss; and that the investors’ 
returns would be paid from trading profits, when in 
fact there were no profits and interest payments to 
investors came from money currently being in- 
vested. 


This action marks the first time that the Commodi- 
ty Future Trading Commission and the Securities 
and Exchange Commission had filed a joint civil 
injunctive action. 





Litigation Release No. 9429/August 27, 1981 


SECURITIES AND EXCHANGE COMMISSION v. 
DONALD F. ROBERTS, JULIAN M. RILEY, 
MULTI-PRODUCTS, INC., FEDERAL 
INVESTMENT CORP., AND FIDUSCO,, INC. 
(United States District Court for the Western Dis- 
trict of Missouri) Civil Action 78-0809-CV-—W-1 


The Securities and Exchange Commission an- 
nounced that the U.S. District Court in Kansas 
City, Missouri, today entered Judgments of Per- 
manent Injunction against Donald F. Roberts, Jul- 
ian M. Riley, Multi-Products, Inc., Federal Invest- 
ment Corp., and Fidusco, Inc., all of Kansas City. 


The SEC had alleged that the defendants had vio- 


lated the antifraud provisions of the federal securi- 
ties laws, and had pursued a fraudulent scheme 
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and made false statements and omitted material 
facts in the offer and sale of industrial revenue 
bonds, Series A, 1973, issued by the Osage In- 
dustrial Development Authority, in Prue, Okla- 
homa, purportedly to raise money for the manu- 
facture of a showerhead attachment. 


The Court's injunction specifically prohibits any fu- 
ture violations of the anti-fraud provisions of the 
federal securities laws, including the use of mis- 
leading statements concerning the defendants’ 
backgrounds or their use of proceeds of any future 
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securities issues. The Court also prohibited any 
further involvement by the defendants in the issu- 
ance or underwriting of industrial revenue bonds. 


The defendants agreed to the entry of the order 
without admitting or denying the Commission's al- 
legations. 
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